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PREFACE 

This  book  is  the  outgrowth  of  many  suggestions  that  the 
principles  of  corporation  finance  and  the  methods  em- 
ployed in  the  financial  operations  of  corporations  could 
be  stated  in  simpler  terms  than  are  found  in  the  various 
manuals  on  the  subject,  particularly  my  own  Corporation 
Finance.  The  latter  textbook  has  been  revised  several 
times,  and  each  revision  has  eliminated  material  in  cor- 
poration law  and  accounting  in  order  to  make  room  for 
the  discussion  of  new  phases  of  the  subject  which  the  in- 
creasing complexities  of  American  business  life  are  con- 
tinually bringing  forward.  Even  as  Corporation  Finance 
now  stands,  with  all  these  collateral  topics  usually  included 
in  textbooks  in  this  field  eliminated,  it  is  far  from  a  com- 
plete discussion  of  the  subject.  Further,  these  repeated 
revisions  and  condensations  have  placed  the  book  some- 
what beyond  the  comprehension  of  any  but  advanced  stu- 
dents with  extensiA'e  preliminary  work  in  banking,  law, 
and  accounting.  If  the  subject  of  finance,  therefore,  is  to 
be  presented  in  textbook  form  to  younger  students,  the 
discussion  in  Corporation  Finance  must  be  greatly  simpli- 
fied, even  at  the  risk  of  neglecting  many  important  mat- 
ters, and  room  must  be  made  for  some  discussion  of  the 
legal  and  accounting  aspects  of  the  subject. 

It  is  essential  that  the  subject  of  finance  should  be  pre- 
sented to  these  younger  students.  Business  men,  so  far 
as  my  observation  goes,  make  more  mistakes  in  the  finan- 
cial field  than  anj'where  else.  A  man  may  be  a  shrewd 
buyer,  an  energetic  salesman,  a  good  production  manager ; 
he  may  even  possess  the  supreme  gift  of  selecting  efficient 
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lieutenants ;  his  business,  by  some  happy  conjunction  of  cir- 
cumstances, may  prosper.  Sooner  or  later,  however,  he  will 
be  faced  by  the  necessity  of  making  important  financial 
decisions,  and  these  decisions,  for  lack  of  information,  are 
very  often  unsound. 

There  is  no  mystery  about  the  principles  and  methods  of 
finance.  The  financial  practice  of  large  successful  cor- 
porations, with  the  wholesome  publicity  which  now  pre- 
vails in  all  financial  matters  of  public  interest,  is  an  open 
book.  Indeed,  it  is  primarily  because  of  their  sound  finan- 
cial methods,  and  the  ability  of  the  men  who  were  placed 
in  charge  of  their  financial  affairs,  that  companies  such  as 
the  Ford  Motor  Company,  the  Standard  Oil  companies, 
the  United  States  Steel  Corporation,  the  American  Tele- 
phone &  Telegraph  Company,  the  General  Electric  Com- 
pany, and  the  General  Motors  Corporation  have  reached 
the  commanding  positions  which  they  now  occupy. 

It  may  be  that  the  future  of  corporation  development  in 
this  country  will  be  a  widespread  absorption  of  small  en- 
terprises into  larger  business  units,  and  that  the  destiny 
of  the  small  business  man  is  to  be  an  employee  of  a  cor- 
poration. There  is,  however,  a  rooted  propensity  in  hu- 
man nature  toward  self-development  and  self-determina- 
tion which  has  been  responsible  for  most  of  the  business 
progress  of  the  world.  If  this  propensity  could  be  wisely 
directed,  if  the  activities  of  the  small  business  man  could 
be  based  on  accurate  knowledge  of  the  methods  that  time 
and  experience  have  shown  to  be  successful,  a  large  per- 
centage of  business  mortality  could  be  prevented,  and  the 
enormous  amount  of  time,  effort,  and  worry  consumed  in 
financial  efforts  which  prove  to  be  empty  and  aimless  could 
be  greatly  reduced.  I  venture  the  prediction  that  if  the 
high  schools  and  colleges  do  not  inculcate  some  elementary 
knowledge  of  finance  into  the  next  generation  of  business 
men,  most  of  those  business  men  are  doomed  to  pass  their 
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active  lives  as  employees  of  great  corporations,  wliicli,  be- 
cause of  the  intelligence  with  which  their  financial  affairs 
are  directed,  will  strongly  tend  to  gather  every  form  of 
industrial  activity  under  their  control. 

Dr.  Karl  "W.  H.  Scholz  of  the  Department  of  Eco- 
nomics of  the  University  of  Pennsylvania  has  been  particu- 
larly successful  in  recent  years  in  teaching  the  subject  of 
business  finance  to  students  fresh  from  the  high  school, 
without  the  preliminary  work  which  the  Wharton  School 
is  demanding  of  students  in  corporation  finance.  Dr. 
Scholz  has  been  kind  enough  to  collaborate  with  me  in 
the  preparation  of  this  simplified  version  of  a  much  larger 
work.  In  general,  the  discussion  follows  the  natural  de- 
velopment of  the  subject,  from  promotion,  through  cap- 
italization and  management,  to  reorganization.  Dr. 
Scholz  is  responsible  also  for  several  additions  to  the  dis- 
cussion as  found  in  the  larger  book :  notably,  the  summary 
of  the  advantages  of  the  business  corporation  from  various 
viewpoints  in  Chapter  III;  the  discussion  of  the  business 
budget  in  Chapter  X;  more  particularly  the  treatment  of 
stock  dividends  in  Chapter  XI;  and  the  presentation  of 
the  materials  in  the  concluding  chapter. 

E.  S.  M. 
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CHAPTER  I 
BUSINESS  ENTERPRISE  AND  FINANCE 

The  Nature  of  Business  Enterprise 

Business,  in  the  broadest  sense  of  the  word,  deals  with 
man's  effort  to  make  a  living,  *' Making  a  living"  does 
not  mean  keeping  alive.  People  are  not  satisfied  with  the 
bare  necessities  of  life — food,  shelter,  and  clothing.  These 
are  merely  fundamental  wants — the  starting  point  in  the 
race  with  desire  which  ends  only  with  death.  In  addition, 
men  are  constantly  striving  to  acquire  those  material  and 
immaterial  goods  which  make  life  really  worth  living.  The 
efforts  to  obtain  the  means  with  which  to  gratify  these 
innumerable  wants  of  man  constitute  his  business  activity. 

Some  people  make  their  living  by  working  for  others. 
They  engage  in  a  variety  of  occupations,  such  as  factory 
operatives,  salesmen,  buj^ers,  clerks,  and  foremen.  They 
are  employees  and,  as  such,  assume  none  of  the  risks  or 
responsibilities  of  organizers  and  owners.  In  return  for 
their  services  they  receive  wages,  salaries,  bonuses,  or 
commissions. 

On  the  other  hand,  there  are  the  men  who  assume  the 
responsibility  of  organizing  and  managing  business  enter- 
prises. They  are  the  ''business  men,"  in  the  popular  sense 
of  the  word — manufacturers,  merchants,  brokers,  contrac- 
tors, and  bankers.  They  bring  together  the  agents  of 
production — land,  labor,  and  capital — and  organize  them 
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into  productive  business  units.  Their  chief  concern  is  with 
the  profits  of  the  enterprise  for  which  they  have  made 
themselves  responsible.  Their  success  as  business  enter- 
prisers is  measured  by  the  amount  of  profits  they  make. 
Profits  arise  from  buying  at  one  price  and  selling  at  a 
higher  price.  The  cost  of  the  labor  and  goods  which  the 
enterprisers  buy  in  order  to  offer  products  for  sale  consti- 
tutes their  business  costs.  The  amounts  they  realize  on  the 
sale  of  their  products  constitute  their  gross  business  re- 
ceipts. The  difference  between  these  receipts  and  costs 
measures  their  business  profits.  They  are  the  reward  of 
the  enterpriser  for  organizing  the  business  and  assuming 
the  responsibility  for  its  success. 

Business  costs,  in  addition  to  payments  for  labor  and 
materials  entering  into  a  manufactured  article,  also  include 
salaries  of  officials,  interest  on  investment,  allowance  for 
maintaining  plant  and  equipment,  depreciation,  insurance, 
and  a  number  of  miscellaneous  business  expenses.  These 
items  of  business  costs  will  be  analyzed  in  detail  in  Chapter 
IX. 

Each  year  the  United  States  Government  receives  tax 
returns  from  business  concerns  of  all  kinds,  the  value  of 
whose  annual  product  totals  more  than  $100,000,000,000. 
Besides  showing  receipts,  these  returns  also  show  in  what 
manner  the  receipts  are  distributed  by  the  business  man- 
agers. The  chart  opposite  gives  a  graphic  presentation 
of  the  distribution  of  the  business  dollar,  based  on  an 
analysis  of  Federal  tax  returns. 

The  Nature  of  Business  Finance 

One  of  the  characteristics  of  modern  business  enterprise 
is  the  fact  that  it  requires  extensive  funds  for  its  success- 
ful operation.  The  amounts  needed  differ  with  the  nature 
and  size  of  the  individual  business  units,  but  practically 
every  business  enterprise  is  constantly  in  need  of  money 
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to  meet  maturing  obligations.  Funds  are  required  not 
merely  to  buy  the  necessary  materials  and  equipment  but 
also  to  pay  wages,  rentals,  interest,  taxes,  and  other  busi- 
ness expenses.  It  is  the  concern  of  the  financial  manager 
of  a  business  to  see  that  funds  are  available  when  obliga- 
tions fall  due,  and  to  pay  these  obligations. 


If  business  men  could  buy  their  products  or  manufacture 
their  goods  within  a  day  or  two  and  then  sell  them  for 
cash,  financing  of  business  operations  would  be  simple. 
The  proceeds  from  sales  could  be  employed  to  meet  the  ma- 
turing bills,  and,  as  long  as  the  goods  could  be  sold  at  a 
profit,  funds  would  always  be  available  to  pay  obligations. 

But  modern  industry  is  not  conducted  in  this  manner. 
Production  is  carried  on  largely  in  anticipation  of  demand. 
This  means  that  enterprisers  produce  very  extensively 
before  they  know  at  what  price  and  where  they  are  going 
to  sell  their  product.  And  if  they  should  produce  to  order, 
not  only  does  it  require  a  certain  period  of  time  to  finish 
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the  product,  but  as  a  rule  some  time  elapses  before  the 
ordered  goods  are  finally  delivered  and  paid  for.  The 
merchant  who  stocks  his  shelves  with  merchandise  may 
wait  for  months  and  possibly  for  years  before  ultimately 
finding  a  purchaser  for  some  of  his  wares. 

During  this  interval  between  producing  commodities  and 
selling  them  to  the  consumer,  pay  rolls  and  supply  bills 
must  be  paid.  The  business  enterpriser  in  our  modern 
industrial  organization  must  advance  the  funds  to  pay 
his  bills  when  they  fall  due.  He  does  this,  hoping  that  he 
will  recover  these  advances  when  he  finally  collects  from 
his  customers.  Business  finance  deals  Math  providing  and 
administering  the  necessary  funds  to  start  and  to  operate 
a  business  enterprise. 

Money  a  Means  to  an  End 

The  idea  prevails  in  the  minds  of  a  great  many  persons 
that  it  is  money  which  makes  possible  the  successful  opera- 
tion of  a  business.  This  view  is  incorrect.  It  is  not  money 
that  drives  the  wheels  of  industry,  that  manufactures 
goods  and  puts  them  on  the  shelves  of  the  merchants  where 
they  can  ultimately  be  obtained  by  the  consumers  to  satisfy 
their  wants.  That  which  money  buys — commodities  and 
services — these  things  are  important.  Money  is  merel}^  a 
medium  of  exchange,  with  which  possession  of  materials 
and  services,  needed  in  production,  is  obtained  by  the  en- 
terpriser. It  is  the  tools  and  materials  of  production  that 
the  business  organizer  wants,  with  which  to  carry  on  his 
industrial  activity.  Since  money  and  promises  to  pay 
money,  namely,  credit,  are  the  means  by  which  he  obtains 
control  over  plant,  equipment,  materials,  and  labor  serv- 
ices, it  has  become  customary  to  think  of  money  and  credit 
as  the  all-important  factors  in  financing  a  business  enter- 
prise. We  should,  however,  not  lose  sight  of  the  fact  that 
such  money  and  credit  would  be  worthless  if  they  could  not 
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be  employed  to  purchase  control  over  the  necessary  produc- 
tive agents.  During  the  period  of  currency  inflation  in 
Germany  from  1920  to  1923,  there  were  enormous  quanti- 
ties of  money  in  circulation,  running  into  figures  used  only 
hitherto  in  astronomical  measurements,  but  this  money  was 
practically  worthless,  and  enterprisers  finally  discovered 
that  they  could  no  longer  use  it,  either  to  obtain  possession 
of  industrial  raw  materials  or  to  pay  the  wages  of  labor. 
The  financial  manager  of  a  business  enterprise  wants 
money  to  pay  his  many  business  expenses.  The  amount  of 
money  he  will  require  will  depend  upon  the  prices  he  is 
compelled  to  pay  for  his  materials  and  services.  The  ex- 
tent to  which  funds  are  required  to  finance  a  business  will 
therefore  be  determined,  not  merely  by  the  nature  and  the 
size  of  the  particular  enterprise,  but  also  by  the  prices 
which  must  be  paid  in  order  to  operate  the  business  success- 
fully. 

Reasons  for  Launching  New  Business  Enterprises 

Every  day  we  find  notices  in  the  newspapers  of  the 
launching  of  new  business  enterprises.  Many  small  enter- 
prises, moreover,  are  being  started  of  which  no  public 
notice  is  taken.  Many  reasons  explain  this  starting  of 
new  enterprises.  The  stimulus  of  profits  is  no  doubt  the 
basic  reason  for  engaging  in  business.  But  there  are 
other  reasons  which  frequently  prompt  individuals  to  set 
themselves  up  in  their  own  business.  A  desire  for  inde- 
pendence at  times  prompts  a  person  to  leave  the  shelter  of 
a  salaried  job  and  to  venture  out  into  the  industrial  world. 
Many  an  ambitious  man  rebels  at  the  thought  of  working 
all  his  days  for  an  employer.  His  aspiration  is  to  operate 
his  own  business.  It  is  probably  this  desire  for  inde- 
pendence— to  be  one's  own  boss — that  is  responsible  for  the 
great  army  of  small  farmers  in  the  United  States  who, 
because   of   ignorance,    small   capital,    and   poor   business 
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methods  are  doomed  to  work  for  wages,  and  low  wages  at 
that,  though  received  under  the  guise  of  profits.  The  idea 
of  profits  is  often  secondary  to  a  desire  for  industrial  inde- 
pendence. 

Sometimes  a  person  sees  favoritism  play  a  prominent 
role  in  the  establishment  in  which  he  has  been  emploj'ed. 
He  has  the  choice  of  seeking  another  position  or  entering 
business  for  himself.  Kather  than  begin  again  at  the  bot- 
tom, he  undertakes  to  work  for  himself. 

A  very  able  stenographer  in  a  large  establishment  re- 
cently found  himself  ' '  crowded  out ' '  by  female  stenograph- 
ers who  were  given  preference,  not  because  of  greater  abil- 
ity, but  because  of  their  willingness  to  accept  lower  wages. 
He  opened  his  own  offi.ce  as  a  public  stenographer  and,  with 
some  very  effective  advertising  and  good  service,  was  soon 
able  to  build  up  a  business  which  necessitated  his  engaging 
a  number  of  other  stenographers  to  help  him. 

Again,  a  man  may  begin  a  business  in  order  to  demon- 
strate the  commercial  value  of  a  product  which  he  has  in- 
vented or  an  idea  which  he  has  developed.  The  gratifica- 
tion of  his  creative  instinct  and  his  innate  curiosity  may 
mean  more  to  him  than  material  gain.  In  the  final  analysis, 
however,  the  basic  reason  for  starting  new  enterprises  is 
the  search  for  profits.  Without  the  stimulus  of  profits,  it 
is  doubtful  whether  many  new  ventures  would  be  launched. 

There  are,  moreover,  certain  reasons  from  the  viewpoint 
of  society  to  explain  the  continually  increasing  number  of 
business  enterprises  in  the  United  States.  Our  growing 
population  desires  ever  larger  quantities  and  new  varieties 
of  the  necessities,  comforts,  and  luxuries  of  life.  Without 
new  enterprises  and  the  expansion  of  existing  enterprises, 
it  would  be  impossible  to  satisfy  these  desires.  Further- 
more, the  concentration  of  population  in  our  cities  affords 
numerous  opportunities  for  venturesome  enterprisers  to 
establish  a  trade  or  business  of  their  own.    Growing  popu- 
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lation  and  general  prosperity  are  two  important  factors  in 
encouraging  the  establishment  of  new  business  enterprises. 

Business  Opportunities 

As  we  glance  over  the  advertising  columns  of  our  daily 
newspapers  we  are  confronted  with  many  varied  offerings 
of  business  opportunities.  One  issue  of  a  leading  American 
newspaper  recently  listed  five  hundred  business  opportuni- 
ties. As  a  rule  such  advertisements  state  a  specific  sum 
of  money  that  is  required  to  buy  the  particular  business. 
Few  business  opportunities  are  available  which  do  not 
require  money  to  obtain  control  over  them.  The  first  prob- 
lem which  confronts  the  prospective  enterpriser  is  to  obtain 
the  required  funds. 

Such  business  opportunities  as  bakeries,  grocery  and 
provision  stores,  dry-goods  establishments,  and  the  like  are 
constantly  being  offered  for  sale.  They  are  survivals  of  a 
past  generation.  The  material  progress  made  by  man  dur- 
ing the  past  generation  is  more  accurately  reflected  in  such 
opportunities  as  motion-picture  houses,  garages,  automobile 
accessories  and  service  stations,  radio  supplies,  and  home 
electric  appliances.  These  are  but  a  few  of  the  many  new 
business  opportunities  which  have  been  created  by  the  dis- 
coveries and  inventions  of  the  twentieth  century. 

The  Function  of  the  Promoter 

The  function  of  the  promoter  in  industry  is  to  discover 
business  opportunities  and  to  develop  them.  As  a  rule  the 
term  ''promoter"  is  applied  to  the  organizers  of  new  cor- 
porations, who  develop  new  projects  and  interest  the  in- 
vesting public  in  their  ventures.  They  investigate  a  propo- 
sition and,  if  it  appears  to  be  a  good  opportunity  to  make 
profits,  they  usually  obtain  options  on  the  properties  neces- 
sary to  develop  their  project.  An  option  is  buying  a  right 
to   buy   later.     Having    got    control   of   the    opportunity, 
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they  proceed  with  their  plans  of  development  by  organizing 
a  company  in  order  to  finance  their  proposition. 

The  promoter  is  a  creator  of  wealth.  He  brings  into  ex- 
istence a  means  of  producing  wealth  which  did  not  exist 
before.  He  performs  an  indispensable  function  in  the  com- 
munity by  discovering,  formulating,  and  assembling  busi- 
ness propositions  by  whose  development  the  wealth  of 
society  is  increased.  He  acts  as  middleman  between  invest- 
ment opportunities  and  investors.  In  his  capacity  as  pro- 
moter, he  is  assuming  the  responsibilities  and  risks  inci- 
dental to  investigating  his  project.  He  is  personally  liable 
for  obligations  incurred  by  him  in  making  his  investigation, 
but  is  not  acting  as  agent  of  the  company  he  proposes  to 
organize. 

The  Importance  of  Carefully  Investigating  a  Business 
Opportunity 

The  enormous  increase  in  business  opportunities  during 
the  last  quarter  of  a  century  has  emphasized  the  importance, 
not  only  of  careful  selection,  but  also  of  thorough  investi- 
gation of  a  business  project.  With  a  wider  choice,  the 
prospective  enterpriser  must  make  sure  that  the  venture 
he  is  about  to  enter  is  one  which  offers  him  a  real  oppor- 
tunity. He  can  obtain  this  assurance  only  by  a  thorough 
investigation  of  the  proposed  project. 

Incomplete  investigation  of  an  enterprise  before  begin- 
ning operation  may  result  in  difficulties  and  possible  failure 
before  the  prospective  enterpriser  has  had  even  a  reason- 
able opportunity  to  prove  his  ability  to  operate  his  own 
business.  An  energetic  young  man  recently  bought  a  large 
garage.  He  invested  his  savings  in  the  venture  and  also 
borrowed  several  thousand  dollars  to  make  up  the  purchase 
price.  The  garage  was  located  in  a  prosperous  residential 
section  of  the  city  and  had  space  for  several  hundred  auto- 
mobiles.   When  he  first  inspected  the  garage,  almost  every 
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space  was  occupied.  Without  further  consideration,  he 
estimated  that  the  monthly  rental  would  leave  a  large 
margin  of  profit  and  cheerfully  completed  the  transaction. 
The  buyer  failed,  however,  to  investigate  the  status  of  the 
car  owners  who  had  leased  the  car  spaces.  One  of  these 
was  an  automobile  dealer  who  had  rented  space  for  a  num- 
ber of  second-hand  cars  taken  in  trade.  Soon  after  the 
transfer,  this  dealer  sold  most  of  these  second-hand  cars, 
thus  creating  a  great  many  vacancies.  Furthermore,  the 
former  owner  had  induced  a  number  of  his  friends  to  tem- 
porarily place  their  cars  in  his  garage  in  order  to 
strengthen  the  impression  that  he  was  conducting  a  success- 
ful business.  Thus  the  new  owner  was  deceived  and,  be- 
cause of  his  failure  to  investigate  the  project  thoroughly, 
suffered  a  heavy  loss. 

Another  instance  of  losses  resulting  from  incomplete  in- 
vestigation of  a  project  is  that  of  a  baker  who  had  been  for 
several  years  working  for  a  large  concern.  He  had  been 
thrifty  and  had  saved  five  thousand  dollars.  With  this 
sum  he  proposed  to  start  his  own  baking  business.  He 
read  of  a  good  opportunity  in  the  advertising  columns  of 
a  newspaper  and  proceeded  to  buy  the  business.  Every- 
thing moved  along  smoothly  and  he  prospered.  One  day 
a  period  of  heavy  rains  set  in.  The  bakehouse  was  located 
in  the  basement  and,  before  the  young  baker  was  fully 
aware  of  it,  the  basement  was  so  flooded  that  he  could  not 
keep  the  fires  burning  in  the  ovens.  To  his  dismay,  he 
now  learned  that  building  inspectors  had  notified  the 
former  owner  that  unless  he  made  extensive  improvements 
to  the  bakehouse  it  would  be  condemned.  The  cost  of 
these  improvements  was  too  great  for  the  ambitious  young 
enterpriser,  and  he  was  compelled  to  sell  out  at  a  hea-v^ 
loss. 

Incomplete  or  superficial  investigation  of  a  business  proj- 
ect may  thus  spell  failure,  no  matter  how  much  experience, 
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initiative,  and  energy  a  business  proprietor  may  possess. 
Every  new  venture  involves  certain  risks,  but  these  risks 
can  be  minimized  by  a  thorough  preliminary  investigation. 

The  careful  preparation  of  the  financial  plan  of  a  busi- 
ness— the  third  step  in  starting  or  developing  a  business — 
will  be  analyzed  in  Chapter  VI. 

In  general,  therefore,  three  distinct  steps  are  necessary 
in  organizing  a  new  business  enterprise.  First,  the  oppor- 
tunity must  be  discovered;  second,  it  must  be  carefully 
investigated;  and  third,  adequate  provision  must  be  made 
for  initial  financing. 

Characteristics  of  the  Successful  Business  Organizer 

Not  every  one  who  has  the  ambition  or  the  desire  to 
operate  his  own  business  is  fitted  to  do  so.  A  successful 
business  organizer  usually  possesses  certain  very  definite 
traits.  In  the  first  place,  he  has  initiative,  leadership,  and 
aggressiveness.  Without  these  qualities,  a  business  enter- 
priser will  soon  find  himself  crowded  into  the  background 
by  others.  Second,  he  has  imagination,  vision,  and  far- 
sightedness. Too  few  of  our  business  men  to-day  possess 
these  important  attributes.  Many  a  promising  business 
has  failed  because  of  the  shortsighted  policy  pursued  by 
the  business  executives.  The  ambitious  expansion  of  the 
Goodyear  Rubber  Company  into  rubber  and  cotton  grow- 
ing after  the  "War  is  a  good  illustration  of  a  shortsighted 
business  policy.  Third,  the  successful  enterpriser  is  opti- 
mistic and  gives  at  least  the  external  appearance  of  cheer- 
fulness. His  optimism  does  not  merely  react  favorably  on 
his  employees  but  also  on  his  business  customers.  Fourth, 
he  is  liberal.  A  penurious  attitude  is  not  becoming  to  the 
modern  business  leader.  On  the  other  hand,  he  is  thrifty 
and  economical.  Without  these  two  basic  qualities,  he  will 
be  doomed  to  almost  certain  failure.'  Finall}^,  he  is  resource- 
ful.   Unless  he  is  able  to  meet  emergencies  that  maj^  arise. 
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ably  and  courageously,  he  will  soon  disappear  into  some 
one  of  the  snares  and  pitfalls  constantly  opening  before 
him. 

The  following  characterization  of  the  able  inventor  and 
the  successful  business  organizer  admirably  sets  forth  the 
qualities  of  the  inventor  of  the  steam  engine  and  those  of 
the  man  who  developed  the  commercial  possibilities  of  the 
new  invention : 

Boulton  [the  business  man]  amongst  his  many  other  gifts 
possessed  an  admirable  knowledge  of  character.  His  judgment 
of  men  was  almost  unerring.  In  Watt  [the  inventor]  he  had 
recog-nized  at  bis  first  visit  to  Soho,  not  only  a  man  of  original 
inventive  genius,  but  a  plodding,  earnest,  intent,  and,  withal, 
an  exceedingly  modest  man;  not  given  to  puff,  but,  on  the 
contrary,  rather  disposed  to  underrate  the  merit  of  his  inven- 
tions. Different  though  their  characters  were  in  most' respects, 
Boulton  at  once  conceived  a  hearty  liking  for  him.  The  one 
displayed  in  perfection  precisely  those  qualities  which  the 
other  wanted.  Boulton  was  a  man  of  ardent  and  generous 
temperament,  bold  and  enterprising,  undaunted  by  difficulty, 
and  possessing  an  almost  boundless  capacity  for  work.  He 
was  a  man  of  great  tact,  clear  perception,  and  sound  judgment. 
Moreover,  he  possessed  that  indispensable  quality  of  persever- 
ance, without  which  the  best  talents  are  of  comparatively  little 
avail  in  the  conduct  of  important  affairs.  "While  Watt  hated 
business,  Boulton  loved  it.  He  had,  indeed,  a  genius  for  busi- 
ness— a  gift  almost  as  rare  as  that  for  poetry,  for  art,  or  for 
war.  He  possessed  a  marvellous  power  of  organization.  With 
a  keen  eye  for  details  he  combined  a  comprehensive  grasp  of 
intellect.  While  his  senses  were  so  acute  that  when  sitting  in 
his  office  at  Soho  he  could  detect  the  slightest  stoppage  or 
derangement  in  the  machinery  of  that  vast  establishment  and 
send  his  message  direct  to  the  spot  where  it  had  occurred,  his 
power  of  imagination  was  such  as  enabled  him  to  look  clearly 
along  extensive  lines  of  possible  action  in  Europe,  America, 
and  the  East.  For  there  is  a  poetic  as  well  as  a  commonplace 
side  to  business;  and  the  man  of  business  genius  lights  up  the 
humdrum  routine  of  daily  life  by  exploring  the  boundless 
region  of  possibility  wherever  it  may  lie  open  before  him.^ 

1  Samuel  Smiles,  Lives  of  Boulton  and  Watt,  p.  200. 
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It  may  be  difficult  to  find  many  men  possessing  all  of  the 
traits  of  a  successful  business  engineer  such  as  Matthew 
Boulton.  Still,  those  who  are  imbued  with  these  qualities 
stand  out  as  prominent  examples  of  successful  enterprisers. 
The  life  of  E.  H.  Harriman,  the  railroad  financier,  serves 
as  an  admirable  illustration.  He  possessed  "initiative, 
imagination,  resourcefulness,  leadership,  self-confidence, 
and  the  confidence  of  others,"  according  to  his  biographer. 
*'No  man  in  his  generation  possessed  these  qualities  in  a 
higher  degree,  and  few  other  men,  in  the  judgment  of  his 
contemporaries,  equalled  him  in  thinking  power — the  sheer 
intellectual  ability — that  made  these  qualities  fruitful  and 
effective. ' '  ^ 

Modern  fiction,  moreover,  has  frequently  outlined  the 
traits  of  the  successful  money-makers.  In  the  social  satire 
Bunk  by  "W.  E.  "Woodward,  we  read  of  "the  type  of  intel- 
lect that  leads  unerringly  to  great  business  success — a  mind 
moving  in  one  dimension,  without  depth  or  breadth,  but 
incredibly  flexible  and  adaptable  to  the  needs  of  the  hour. ' ' 

In  his  novel  The  Financier,  Theodore  Dreiser  character- 
izes his  hero  as  one  whose  "reputation  for  profundity  arose 
from  his  unexpected  resourcefulness ;  and  this  in  turn  was 
the  product  of  a  makeshift  intellect.  He  had  no  definite 
plan,  and  no  far-reaching  vision,  but  knew  how  to  sur- 
mount obstacles  as  they  arose.  In  his  essential  relations  to 
life  he  was  like  a  peddler  on  a  country  road,  meeting  people 
who  came  by,  and  getting  the  better  of  them." 

In  our  present  industrial  world  farsightedness  is  an  im- 
portant attribute  of  the  successful  business  organizer,  in 
spite  of  the  novelist.  This  is  particularly  true  since,  as  we 
shall  see  subsequently,  the  business  and  financial  policy  of 
our  large  industrial  corporations  is  one  which  involves 
programs  extending  over  long  periods  of  time.    The  day  of 

2  George  Kennan,  E.  H.  Harriman,  A  Biography,  Vol.  II,  pp.  S4i7ff. 
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hand-to-mouth  existence  no  longer  prevails  in  our  indus- 
trial world,  and  business  success  is  intimately  tied  up  with 
long-time  financial  plans.  The  electrification  of  railroads, 
the  substitution  of  oil  engines  for  steam  engines,  and  the 
development  of  water  power,  furnish  good  illustrations 
of  the  long  continuity  of  business  policy. 

Summary 

Business  deals  with  man's  effort  to  make  a  living.  This 
means  not  merely  keeping  alive,  but  providing  all  those 
things  which  make  life  really  worth  while.  Some  people 
carry  on  their  business  by  working  for  others,  and  some 
are  in  business  for  themselves.  These  constitute  the  busi- 
ness men.  One  of  the  characteristics  of  modern  business 
is  that  it  requires  extensive  funds  to  operate  it  successfully. 
Business  finance  deals  with  providing  and  administering 
the  necessary  funds  to  start  and  operate  an  enterprise. 
Such  funds,  however,  are  but  a  means  to  the  end,  and  what 
the  business  man  really  wants  are  materials  and  services 
of  which  he  gets  possession  by  virtue  of  his  control  of  funds. 

The  primary  reason  for  entering  business  is  the  desire 
for  profits.  Profits  arise  from  buying  or  producing  at 
one  price  and  selling  at  a  higher  price.  The  business  en- 
terpriser makes  profits  because  he  organizes  industry  and 
makes  himself  responsible  for  its  success.  Sometimes  people 
enter  business  to  demonstrate  a  new  idea,  or  to  attain 
industrial  independence  for  themselves.  Sometimes  they 
start  for  themselves  because  of  dissatisfaction  with  their 
present  employment.  Business  opportunities  are  created 
by  our  increasing  population,  by  new  discoveries  and  in- 
ventions, and  by  the  increasing  concentration  of  popula- 
tion in  our  cities.  The  promoter  discovers  business  oppor- 
tunities and  develops  them.  He  acts  as  middleman  between 
investment  opportunity  and  investor.  The  increasing  num- 
ber of  business  opportunities  increase  the  difficulties  of 
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correct  choice  of  an  enterprise.  Three  steps  are  essential 
to  the  development  of  a  new  business:  (1)  discovery  of 
an  opportunity;  (2)  careful  investigation;  and  (3)  pre- 
paring a  plan  for  financing. 

Not  every  one  is  fitted  to  be  a  successful  business  man. 
The  qualities  which  the  successful  enterpriser  possesses  are 
(1)  initiative,  leadership,  and  progressiveness,  (2)  vision 
and  farsightedness,  (3)  optimism,  (4)  resourcefulness,  (5) 
liberality,  and  (6)  thrift. 

Guide  Questions 

1.  What  is  meant  by  business? 

2.  What  popularly  measures  the  success  of  a  business  man? 

3.  How  do  profits  come  about? 

4.  Enumerate  the  chief  ''cost"  items  in  a  business. 

5.  Show  how  the  average  business  dollar  is  distributed. 

6.  Why  are  funds  necessary  in  modern  enterprise? 

7.  "Production  is  carried  on  largely  in  anticipation  of  de- 
mand."    Explain. 

8.  What  is  meant  by  business  finance? 

9.  What  function  does  money  perform  in  carrying  on  in- 
dustrial activity? 

10.  What  will  determine  the  extent  to  which  funds  are  re- 
quired to  finance  a  business? 

11.  Why  are  new  enterprises  started? 

12.  What  are  the  reasons  for  launching  new  enterprises 
from  the  viewpoint  of  society? 

13.  How  are  business  opportunities  discovered? 

14.  What  are  the  functions  of  the  promoter? 

15.  Show  how  incomplete  investigation  may  result  in  heavy 
losses. 

16.  What  three  steps  are  necessary  in  organizing  a  new 
enterprise  ? 

17.  What  are  the  characteristics  of  the  successful  business 
organizer  ? 


CHAPTER  II 
PROVIDING  FUNDS  TO  START  A  NEW  BUSINESS 

Specialization  and  Exchange 

Our  modern  age  has  been  called  the  age  of  specialization. 
For  thousands  of  years  specific  trades  such  as  carpenters, 
cobblers,  tailors,  and  blacksmiths  have  been  recognized,  but 
in  our  complex  industrial  system,  specialization,  or  so-called 
''division  of  labor,"  goes  much  further.  The  visitor  to  a 
large  industrial  establishment  is  always  impressed  vrith  the 
great  number  of  separate  tasks  performed  by  thousands  of 
specially  trained  operators,  each  one  performing  one  dis- 
tinct operation.  In  the  manufacture  of  a  fountain-pen 
holder,  for  example,  over  one  hundred  separate  operations 
are  involved.  Each  worker  performs  one  minute  task  and 
then  passes  on  the  product  of  his  labor  to  another  to  be 
further  developed,  until,  after  a  long  series  of  operations, 
the  finished  product  appears. 

Such  a  system  of  production  involves  exchange.  For 
example,  the  operator  of  a  stamping  machine,  turning  out 
thousands  of  pins  in  the  course  of  a  single  day,  would  soon 
starve  if  he  were  dependent  upon  these  pins  for  a  liveli- 
hood. Unless  he  could  get  something  in  exchange  for  the 
product  of  his  labor — pins — ^he  could  not  continue  making 
them. 

What  he  gets  in  exchange  is  money,  or  the  equivalent  of 
money,  with  which  he  can  buy  the  necessities,  comforts,  and 
luxuries  of  life.  This  money  comes  from  those  who 
are  willing  to  give  it  in  exchange  for  pins.    They,  in  turn, 
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have  been  receiving  their  money  primarily  because  they 
have  sold  the  products  of  their  labor — provisions  raised  on 
the  farm,  manufactured  articles  of  all  kinds,  houses,  fac- 
tories, and  the  countless  other  products  of  human  industry. 

Such  a  system  of  exchange,  arising  from  specialization 
in  production,  implies  cooperation.  Unless  the  pin  manu- 
facturer can  sell  his  pins,  he  will  neither  be  able  to  buy 
the  commodities  which  he  wants  for  his  own  satisfaction, 
nor  be  able  to  pay  those  who  help  him  in  the  manufacture 
of  pins.  He  must  find  those  who  are  willing  to  exchange 
their  funds,  with  which  they  obtain  control  over  goods  and 
services,  for  that  which  he  has  to  sell.  Mutual  willingness 
to  exchange  is  essential  to  every  trading  transaction.  Un- 
less people  are  willing  to  cooperate  in  making  exchanges, 
our  system  of  specialized  production  would  be  impossible. 

A  thorough  understanding  of  exchange  is  particularly 
significant  at  the  present  time  in  connection  with  interna- 
tional debts.  Foreign  countries  owe  the  people  and  the 
government  of  the  United  States  upward  of  $20,000,000,000. 
These  enormous  debts  can  be  paid  only  by  willingness  on 
the  part  of  the  people  of  the  United  States  to  exchange,  to 
buy  and  sell.  "We  want  gold  in  payment,  but  foreigners  can 
give  us  gold,  or  its  equivalent,  only  to  the  extent  that  they 
can  sell  us  their  products  and  their  services.  Unless  we 
are  willing  either  to  buy  more  abroad  than  we  have  been 
doing  in  recent  years,  or  to  reduce  our  exports  very  ma- 
terially, we  cannot  hope  to  receive  payment  of  what  for- 
eigners owe  us.  In  other  words,  we  have  been  selling  huge 
quantities  of  goods  abroad  in  recent  years,  accepting  in 
payment  promises  to  pay  later.  We  have  sold  on  credit  or 
deferred  payment  until  now  (July,  1925),  as  stated  above, 
foreign  countries  owe  the  people  of  the  United  States  over 
$20,000,000,000.  To  get  the  whercAvithal  to  pay  these  enor- 
mous debts,  foreign  countries  must  be  able  to  sell  their 
goods,  and  they,  in  turn,  can  sell  them  only  to  those  who 
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are  able  to  buy  them.  If  we  continue  to  sell  more  abroad 
than  we  buy,  we  are  simply  increasing  the  amounts  owed 
to  us,  and  not  until  we  are  willing  to  buy  more  abroad 
than  we  sell  can  we  hope  to  receive  payments  for  that  which 
is  owed  to  us.  As  previously  pointed  out,  this  can  be  ac- 
complished either  by  selling  considerably  less  abroad  than 
heretofore  and  keeping  up  our  imports,  or  by  exporting  as 
much  as  at  present  but  importing  considerably  more.  In 
either  case  our  imports  would  exceed  our  exports,  which  is 
essential  and  necessary  if  we  expect  to  be  paid  that  which 
foreign  countries  owe  us.  Since  the  financial  success  of 
many  of  our  industries  depends  either  directly  or  indi- 
rectly upon  our  foreign  trade,  a  thorough  understanding 
of  the  underlying  principles  of  exchange  will  avert  much 
misunderstanding  and  confusion. 

Exchange  arising  out  of  specialization  is  at  the  basis  of 
international  trade  as  it  is  at  the  basis  of  domestic  trade. 
Moreover,  willingness  to  buy  is  just  as  essential  in  foreign 
trade  as  is  willingness  to  sell.  We  cannot  hope  continually 
to  expand  our  foreign  markets  for  our  exports  unless  we 
increase  our  purchases  of  foreign  goods  and  services. 

Furthermore,  it  should  be  clearly  understood  that  in 
every  exchange  transaction  there  is  mutual  gain.  The  man 
who  buys  a  hat  for  five  dollars  desires  the  hat  more  than 
he  wants  something  else  which  he  could  buy  with  the 
money  or  he  would  not  pay  five  dollars  for  the  hat.  On 
the  other  hand,  the  merchant  who  sells  the  hat  desires  that 
which  he  can  buy  with  the  five  dollars  more  than  he  does 
the  hat,  or  he  would  not  have  sold  it  for  five  dollars.  As  a  re- 
sult of  the  exchange,  both  parties  to  the  transaction  have 
benefited.  Thus,  a  system  of  exchange  makes  possible  the 
gratification  of  human  wants,  directly  or  indirectly,  which 
is  the  purpose  of  all  business  activity.  ''Every  milestone 
of  human  progress  has  engraved  upon  it  the  significant 
emblem  'exchange.'  " 


18  EUDIMENTS  OF  BUSINESS  FINANCE 

Money  as  the  Convenient  Medium  of  Exchange 

In  primitive  times,  before  specialization  had  been  ex- 
tensively developed,  those  who  had  goods  to  trade  ex- 
changed them  directly.  This  simplest  form  of  exchange 
is  called  barter. 

There  are  certain  drawbacks  to  a  system  of  barter.  In 
the  first  place,  a  direct  trade — a  "swap" — can  be  made 
only  if  two  persons,  each  having  something  which  the 
other  prefers,  come  together.  Furthermore,  even  after 
such  a  meeting  no  exchange  will  take  place  unless  the 
parties  can  agree  as  to  the  terms  of  the  bargain.  Finally'-, 
unless  the  commodities  can  be  divided  without  loss  of 
value,  the  chances  are  that  many  transactions  would  never 
be  completed.  If,  for  example,  one  trader  had  a  horse 
and  the  other  had  a  blanket  to  trade,  and  they  agreed 
that  the  horse  was  worth  five  blankets,  it  is  doubtful 
whether  the  owner  of  the  horse  vs'ould  want  five  blankets. 
He  might  want  only  one  blanket.  On  the  other  hand,  the 
trader  in  blankets  may  have  only  three  blankets  to  sell 
and,  of  course,  would  not  sell  them  for  a  three-fifths 
interest  in  the  horse. 

It  is  plain  that  there  are  definite  objections  to  barter, 
especially  at  present  when  thousands  of  commodities  enter 
into  exchange  every  day,  ranging  from  pins  to  skyscrap- 
ers. It  would  be  absolutely  impossible  to  remember  all 
the  different  ratios  of  exchange  of  the  innumerable  prod- 
ucts traded  daily.  To  facilitate  the  exchange,  money  is 
employed  as  a  medium  of  exchange,  in  terms  of  which  the 
values  of  commodities  can  be  expressed.  The  exchange 
value  of  goods,  in  terms  of  money — the  amount  of  money 
for  which  a  given  article  can  be  exchanged — we  call  price. 
People  are  willing  to  sell  their  products  or  their  services 
for  money  because  they  know  that  they  can,  in  turn,  use 
this  money  to  buy  the  things  they  want.     Thus,  business 


STARTING  A  NEW  BUSINESS  19 

activity  resolves  itself  into  a  quest  for  money.  As  long  as 
money  will  buy  goods  and  is  acceptable  in  payments  of 
bills,  it  serves  as  a  convenient  medium  of  exchange  in 
terms  of  which  we  can  measure  the  value  of  goods. 

In  addition  to  money,  credit  also  serves  as  a  very  com- 
mon aid  to  business  transactions  to-day.  Credit  instru- 
ments, in  the  forms  of  drafts,  checks,  and  bills  of  exchange, 
are  used  in  modern  business  far  more,  tenfold  more,  in 
fact,  than  money.  All  such  credit  instruments  are  prom- 
ises to  pay  money  either  on  demand,  or  at  some  specified 
time  in  the  future,  for  a  valuable  consideration  received  at 
present.  They  serve  as  a  convenient  substitute  for  money, 
but  are  acceptable  only  to  the  extent  that  they  can  be 
utilized  to  get  either  money  or  that  which  money  will  buy. 
In  the  final  analysis,  therefore,  credit  performs  the  same 
functions  as  actual  money  in  facilitating  exchange  trans- 
actions. 

Importance  of  Money  and  Credit  in  Business 

Money  and  its  equivalent — credit — commonly  referred 
to  as  funds,  are  not  merely  used  to  buy  those  goods  which 
satisfy  human  wants  directly.  In  our  roundabout  system 
of  production,  involving  a  long  series  of  stages  in  the 
process  of  changing  raw  materials  into  finished  products, 
funds  are  also  needed  to  buy  these  materials  and  to  pay 
those  who  aid  in  their  production.  ''Funds,"  in  the  forms 
of  "stocks  of  money  or  other  things  that  can  be  used  as 
means  of  purchase  and  payment,"  are  constantly  required 
in  business.  A  prospective  enterpriser  laments  the  fact 
that  he  cannot  start  in  business  because  he  does  not  have 
the  necessary  "funds."  The  established  business  man 
speaks  of  his  need  for  "funds"  to  pay  interest  and  rent. 
The  prosperous  enterpriser  seeks  "funds"  to  enlarge  his 
plant  and  expand  his  business.  Funds  thus  become  a  very 
necessary  part  of  any  modern  business  equipment. 
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Sources  of  Funds  to  Operate  Business  Enterprises 

If  every  one  were  to  use  immediately  every  cent  of 
money  he  received,  or  which  he  could  legally  claim,  to  buy 
goods  for  present  enjoyment,  he  would  not  be  able  to  buy 
such  goods  very  long.  Automobiles,  radios,  victrolas,  and 
the  many  other  articles  of  comfort  and  luxury  could  not 
be  made,  were  it  not  for  the  fact  that  some  one,  at  some 
time  in  the  past,  had  refrained  from  using  all  his  income 
and  had  made  funds  available  to  aid  those  who  were 
producing  the  necessities,  comforts,  and  luxuries  of  life. 
Abstaining  from  using  up  all  one's  income  for  present 
enjoyment  is  called  saving.  Employing  the  funds  which 
have  been  saved,  ordinarily  to  aid  in  further  production,  is 
called  investing. 

Saving  and  investing  make  possible  increased  produc- 
tion. Without  them  it  would  be  impossible  to  make  ad- 
vances of  payments  to  all  those  who  spend  their  time  and 
effort  to  make  the  machinery,  to  build  the  factories  and  to 
supply  the  equipment  necessary  to  our  present  system  of 
production. 

With  the  aid  of  our  industrial  equipment,  we  are  able 
to  turn  out  huge  quantities  of  products.  All  our  fac- 
tories, warehouses,  machinery  and  tools,  commonly  spoken 
of  as  capital  goods,  would  have  been  impossible  if  some 
one  had  not  saved  and  invested. 

Reasons  for  Saving' 

People  save  a  portion  of  their  incomes  for  a  variety  of 
reasons.  Some  set  aside  a  fund  out  of  their  present  income 
to  assure  their  economic  security  and  independence  in  old 
age.  Others  save  to  provide  a  fund  for  the  education  of 
their  children.  Some  abstain  from  using  their  entire  pres- 
ent income  in  order  to  provide  for  their  posterity  after 
death.     Some  people  find  a  high  interest  rate  the  necessary 
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inducement  to  save.  They  see  their  dollars  multiply,  and 
this  stimulates  them  to  save  still  more.  Again,  there  are 
those  who  realize  the  uncertainties  of  employment,  and  who 
set  aside  out  of  current  income  a  fund  which  will  tide 
them  over  a  period  of  idleness.  Finally,  there  are  those 
who  save  because  they  want  to  accumulate  a  fund  with 
which  to  start  in  business  for  themselves. 

Whatever  the  reason  may  be,  the  fact  remains  that  the 
American  people  are  not,  as  is  often  said,  wasteful  and 
extravagant.  They  are  not  spending  all  their  money  for 
radio  sets,  automobiles,  player  pianos,  silk  stockings,  lip 
sticks,  and  rouge,  but  are  developing  decided  habits  of 
thrift.  This  is  reflected  in  the  rapidly  increasing  deposits 
and  investments  in  different  types  of  savings  institutions 
during  recent  years.  Statistical  data  which  support  this 
conclusion  will  be  presented  in  connection  with  an  analysis 
of  the  common  types  of  savings  institutions  developed  in 
America. 

Deposits  in  Savings  Banks 

One  of  the  common  methods  of  accumulating  savings  is 
by  means  of  savings  bank  deposits.  For  the  year  ending 
April  1,  1925,  893  national  and  mutual  savings  banks 
throughout  the  country  reported  savings  deposits  of  $7,- 
785,684,000,  or  an  increase  in  deposits  of  $500,390,000  over 
the  preceding  year.  Judging  from  the  percentage  of 
growth  of  savings  bank  deposits  in  recent  years,  the  sav- 
ings habit  is  fixing  itself  more  strongly  upon  the  population 
of  the  United  States.  The  steady  increase  in  the  savings 
bank  deposits  from  1920  to  1925  is  indicated  in  the  chart 
on  page  22. 

The  national  and  mutual  savings  banks  represent  only 
a  portion  of  all  the  savings  institutions  in  the  United 
States  to-day.  Not  counting  savings  departments  of  com- 
mercial banks  and  trust  companies,  there  are   over  two 
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thousand  savings  institutions.  The  savings  thus  accumu- 
lated by  millions  of  depositors,  are  made  available  for 
business  enterprise.  They  supply  capital  funds  to  start 
new  ventures  and  also  to  expand  and  enlarge  existing 
enterprises. 

As  a  rule,  savings  deposits  are  allowed  to  stand  for 
long  periods,  and  their  amounts  grow  as  new  deposits  are 
made.  Interest  is  added  to  principal  and  interest  accumu- 
lates on  interest.  Not  being  subject  to  withdrawal  on 
demand,  but  usually  requiring  several  weeks'  notice  on  the 
part  of  the  depositor  prior  to  withdrawal,  the  banks  need 
not  hold  a  large  reserve  to  pay  depositors.  They  can,  in 
turn,  invest  practically  all  the  savings  deposits,  and  so  make 
them  earn  interest.  The  Franklin  Savings  Bank  of  Boston, 
for  example,  had  deposits  of  $20,430,476  on  October  30, 
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1920,  and  had  only  $27,523  in  cash  and  cash  items,  with 
which  to  pay  depositors  who  wanted  to  withdraw  their 
savings. 

Realizing  that  these  savings  represent  the  small  con- 
tributions of  multitudes  of  thrifty  citizens  who  provide 
funds  for  industrial  enterprises  and  public  works,  the 
states  have  prescribed  the  nature  of  the  securities  in  which 
these  funds  may  be  invested.  Savings  banks  in  Pennsyl- 
vania, for  example,  are  allowed  to  loan  savings  only  on 
first  mortgage  or  lien  upon  real  estate  within  the  Com- 
monwealth, on  bonds  or  securities  of  the  United  States  or 
of  Pennsylvania,  county,  city,  borough,  township,  or  school 
bonds,  or  any  other  good  and  valid  security.  Such  limita- 
tions upon  investments  of  savings  funds  gives  the  de- 
positors in  savings  banks  reasonable  assurance  that  their 
money  will  not  be  squandered  in  speculative  ventures. 
Savings  funds  are  generally  invested  in  good  securities, 
government  bonds,  railroad  bonds,  municipal  bonds,  and 
other  sound  investments,  yielding  a  fair  rate  of  interest. 

At  the  recent  convention  of  the  National  Association  of 
Mutual  Savings  Banks,  a  special  committee  drew  up  the 
provisions  which  should  govern  the  investment  of  the 
funds  of  mutual  savings  banks  in  public  utility  securi- 
ties. These  provisions  show  the  caution  exercised  by  bank- 
ers in  providing  safe  deposits  for  savings  funds.  A  sum- 
mary of  the  recommendations  is  as  follows : 

First. — At  least  75  per  cent  of  the  gross  revenue  of  a 
public  utility  corporation  shall  be  derived  from  either 
telephone  or  telegraph  services,  or  both,  or  from  supplying 
gas  or  electricity,  or  both,  for  light,  heat,  or  power. 

Second. — Said  corporation  shall  operate  in  a  state  where 
it  is  subject  to  regulation  of  a  Public  Service  Commission 
or  other  public  body. 

Third. — At  no  time  within  five  years  preceding  the  date 
of  such  investment  shall  the  corporation  have  failed  to 
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promptly  and  regularly  pay  the  matured  interest  and 
principal  on  all  its  indebtedness,  direct,  assumed  or  guar- 
anteed. 

Fourth. — Such  bonds  must  be  secured  by  a  first  or  first 
and  refunding  mortgage,  with  provisions  for  retiring  all 
prior  liens,  and  where  such  first  and  refunding  bonds  com- 
ply with  the  provisions  of  this  act  the  said  prior  liens 
shall  be  a  legal  investment. 

Fifth. — The  principal  amount  of  the  bonds  outstanding 
in  the  hands  of  the  public,  plus  the  principal  amount  of 
any  underlying  bonds  so  outstanding,  shall  not  exceed  65 
per  cent  of  the  value  of  the  property  subject  to  the  lien 
of  the  mortgage. 

Sixth. — The  gross  annual  earnings  of  the  company  shall 
not  be  less  than  $1,000,000. 

Provisions  such  as  these  afford  ample  safety  to  public 
funds  invested  in  bonds  of  public  utilities. 

The  savings  banks  pay  a  part  of  the  earnings  on  their 
investments  to  their  depositors.  The  rate  paid  on  deposits 
is,  of  course,  somewhat  lower  than  the  rate  earned  by  the 
banks.  The  cost  of  administering  the  depositors'  funds 
must  be  paid  out  of  the  earnings  on  the  investments.  Not 
only  by  investing  the  savings  deposits  in  industrial  securi- 
ties do  these  banks  provide  funds  to  start  new  enterprises. 
The  individual  depositor,  who  has  used  the  savings  bank 
to  keep  his  savings  until  he  has  accumulated  a  definite 
fund  necessary  to  start  his  own  business,  can  withdraw  his 
savings  on  short  notice.  The  funds  thus  withdrawn  are 
frequently  employed  by  the  depositor  either  to  invest  di- 
rectly in  securities,  stocks  and  bonds,  of  industrial  enter- 
prises or  to  buy  a  business  opportunity.  Many  a  success- 
ful business  man  has  started  his  career  by  depositing  his 
funds  regularly  in  a  savings  institution  and  using  his 
accumulated  savings  subsequently  to  set  himself  up  in  his 
own  business. 
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Types  of  Savings  Banks  in  the  United  States 

Various  types  of  savings  banks  are  more  or  less  com- 
mon in  the  United  States  to-day.  In  the  first  place  there 
are  the  "joint  stock"  savings  banks.  These  pay  their 
depositors  a  certain  fixed  rate  on  their  deposits,  usually 
from  3  to  4  per  cent.  This  payment  is  considered  a 
fixed  business  expense  and  is  charged  against  the  gross 
earnings  on  the  bank's  investments.  The  net  profits  of 
such  savings  banks  are  distributed  among  the  stockholders 
in  the  form  of  dividends.  The  nature  of  dividends  will  be 
discussed  in  a  later  chapter.  Secondly,  there  are  the 
mutual  savings  banks,  "v\'hich  are  operated  by  trustees  for 
the  benefit  of  the  depositors.  There  are  over  600  such 
mutual  savings  banks  in  the  United  States  to-day.  They 
are  not  organized  as  money-making  corporations.  Their 
earnings  are  divided  among  the  depositors  after  the  neces- 
sary expenses  have  been  deducted. 

Finall}-,  there  are  the  postal  savings  banks  established 
in  the  United  States  since  1910.  These  banks  constitute  a 
highly  decentralized  savings  system,  deposits  being  re- 
ceived by  several  thousand  post  offices  throughout  the 
country.  The  control  of  the  sj'stem  is  in  the  hands  of  a 
board  of  trustees,  consisting  of  the  Postmaster-General, 
the  Secretary  of  the  Treasury,  and  the  Attorney-General. 

Deposits  as  low  as  one  dollar  are  received,  but  when  an 
account  reaches  $2,500  and  accumulated  interest,  no  fur- 
ther interest  will  be  paid  on  larger  deposits.  If  a  person 
wants  to  save  amounts  of  less  than  a  dollar  he  may  do  so 
by  buying  postal  savings  stamps.  Only  2  per  cent  in- 
terest is  paid  on  postal  savings  deposits.  Nevertheless,  on 
June  30,  1923,  there  were  no  less  than  417,902  depositors 
in  over  6,000  postal  savings  offices  throughout  the  United 
States,  with  a  net  balance  to  their  credit  of  $131,671,300.^ 

1  Cf.  Statistical  Abstract  of  the  United  States,  1923,  p.  642. 
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Building  and  Loan  Societies 

In  addition  to  savings  banks,  building  and  loan  so- 
cieties are  popular  savings  institutions  in  many  sections  of 
the  United  States.  A  building  and  loan  association  is  an 
investing  institution  advancing  funds  to  persons  of  mod- 
erate means  for  immediate  use,  usually  against  real  estate 
mortgage  "security.  A  great  many  of  the  shareholders  in 
these  societies  are  persons  who  have  borrowed  funds  to 
finance  the  purchase  of  their  homes. 

Building  and  loan  associations  are  not  a  new  venture 
in  the  field  of  finance.  They  existed  in  England  as  far 
back  as  1798.  The  first  building  and  loan  society  in  Amer- 
ica was  founded  in  Frankford,  Philadelphia,  in  1831.  Since 
then,  the  building  and  loan  association  idea  has  spread 
throughout  the  country  until  to-day  (1925)  there  are 
over  10,000  such  institutions  with  8,500,000  shareholders 
and  assets  of  over  $4,750,000,000.  Pennsylvania,  the  home 
state  of  the  first  building  and  loan  association  in  America, 
still  leads  all  other  states  in  such  institutions,  having  nearly 
4,000  building  and  loan  associations.  "This  solid  and  sub- 
stantial growth  in  the  numbers  of  and  the  assets  of  the 
home  buyers,"  says  a  recent  newspaper  editorial,  ''ren- 
ders timely  one  note  of  caution.  In  the  rapid  growth  of 
the  societies  there  should  be  no  relaxation  of  the  original 
principles,  both  of  absolute  safety  of  operations  and  of 
prime  consideration  of  the  small  home  buyer.  It  is  one  of 
the  glories  of  the  system  that  its  failures  and  losses  have 
been  inconsiderable.  Thirty-nine  states,  including  the  Dis- 
trict of  Columbia,  have  an  absolutely  clean  record  in  this 
respect  for  the  last  five  years. ' ' 

When  a  person  invests  his  savings  in  a  building  and 
loan  association  he  buys  shares  of  stock  in  the  company  on 
the  installment  plan.  The  par  value,  or  full-paid  value  of 
a  share  of  such  stock,  is  usually  $200.   The  stockholder,  as  a 


STAETING  A  NEW  BUSINESS  27 

rule,  pays  monthly  installments  of  one  dollar  on  each 
share  of  stock  he  owns,  and  when  the  actual  amount  he  has 
paid  in  and  accumulated  earnings  are  equal  to  the  face 
or  paid-up  value  of  his  shares,  these  shares  are  said  to 
mature  or  expire.  He  is  then  paid  the  full  value  of  each 
share  of  his  stock. 

The  number  of  monthly  pajTnents  of  one  dollar  re- 
quired to  accumulate  $200  will,  of  course,  depend  upon  the 
rate  of  earnings  on  the  shares  of  stock.  As  a  rule  it  takes 
about  eleven  years  for  shares  to  accumulate  a  fund  equal 
to  their  par  value.  In  eleven  years  a  stockholder  will  pay  in 
$132  in  monthly  installments  of  one  dollar  per  share,  and 
the  accrued  earnings  will  have  increased  the  value  of 
each  share  to  about  $200.  This  is  equivalent  to  approxi- 
mately 8  per  cent  at  compound  interest  annually  on  the 
investment. 

If,  prior  to  maturity,  a  shareholder  in  a  building  and 
loan  association  should  care  to  withdraw  his  holdings,  he 
can  do  so.  He  will  not  sacrifice  any  of  his  principal 
and  will  receive  a  portion,  but  not  all,  of  the  accumulated 
earnings  on  his  shares.  Some  companies  allow  withdraw- 
als of  investments  at  any  time  and  have  developed  a  slid- 
ing scale  according  to  which  principal  and  earnings  can 
be  withdrawn  prior  to  the  maturity  of  the  shares.  If,  for 
example,  the  earnings  per  share  were  8  per  cent,  one-tenth 
of  these  earnings  plus  the  amount  paid  in  on  each  share 
might  be  withdrawn  at  the  end  of  the  first  year,  two-tenths 
at  the  end  of  the  second  year,  and  so  on.  At  the  end  of 
ten  years,  therefore,  the  withdrawal  value  of  a  share  would 
equal  the  book  value,  but  at  any  previous  time,  the  book 
value  would  exceed  the  withdrawal  value.  The  provision 
that  a  shareholder  will  not  be  paid  all  of  the  earnings  ac- 
cumulated, until  at  least  ten  years  have  passed,  is  made  to 
induce  investors  in  building  and  loan  shares  to  allow  their 
deposits  to  stand.     "Without  this  pro^'ision,  persons  would 
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be  tempted  to  withdraw  their  holdings  from  time  to  time, 
knowing  that  they  would  lose  none  of  the  profits  by  doing 
so. 

But,  although  a  person  may  not  withdraw  his  invest- 
ment prior  to  the  maturity  of  his  shares,  he  can  obtain 
a  loan  from  the  association  of  an  amount  close  to  the  with- 
drawal value  of  his  shares.  Funds  thus  loaned  by  the 
building  and  loan  associations  commonly  yield  6  per  cent 
interest.  Consequently,  a  prospective  enterpriser  who  has 
accumulated  his  savings  over  a  number  of  years  by  invest- 
ing in  building  and  loan  society  shares  can  obtain  the 
equivalent  of  his  funds  and  the  accumulated  earnings  at 
any  time  he  may  want  them  in  order  to  take  advantage  of 
a  good  business  opportunity. 

Building  and  loan  associations  are  cooperative  societies. 
The  depositors  are  also  the  stockholders,  and  the  earnings 
available  for  distribution  are  divided  among  the  deposit- 
ors according  to  the  number  of  shares  they  hold,  and  ac- 
cording to  the  length  of  time  they  have  been  depositors. 
But  building  and  loan  associations,  unlike  mutual  savings 
banks,  do  not  permit  the  separate  withdrawal  of  earnings. 
When  a  person  has  deposited  a  hundred  dollars  in  a  build- 
ing and  loan  society  over  a  number  of  years  and  his  accu- 
mulated earnings  are  possibly  thirty-five  dollars  on  these 
shares  he  cannot  withdraw  these  earnings  and  allow  his 
principal  to  stand.  They  must  be  allowed  to  stand  as 
additions  to  the  value  of  his  shares. 

Since  all  the  net  earnings  of  building  and  loan  associa- 
tions are  divided  among  the  depositors  or  shareholders,  the 
earnings  on  such  shares  are  usually  higher  than  on  savings 
bank  deposits.  The  expenses  of  the  officers  are  compara- 
tively small,  for  as  a  rule,  the  officers  of  building  and 
loan  associations  are  persons  connected  with  the  real  estate 
business,  who  can  employ  the  funds  deposited  in  building 
and  loan  societies  to  make  mortgage  loans  to  their  clients 
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on  good  mortgage  security.  Their  fees  as  solicitors  and 
conveyancers  are  usually  sufficient  to  influence  them  to 
serve  gratuitously  as  officers  of  building  and  loan  associa- 
tions. B}'  inducing  people  to  save  systematically,  they 
make  funds  available  for  the  financing  of  home  buying, 
which,  of  course,  means  more  business  for  them. 

Building  and  loan  societies  derive  their  profits  from  a 
variety  of  sources,  such  as  interest  on  loans,  premiums  on 
loans,  initiation  fees,  fines,  and  withdrawals.  In  recent 
years,  it  has  become  the  custom  on  the  part  of  some  build- 
ing and  loan  societies  with  limited  funds  and  a  large  de- 
mand for  loans,  to  offer  their  funds  to  the  highest  bidders 
able  to  give  the  required  collateral  security.  As  a  result, 
many  loans  have  been  floated  by  these  societies  above  the 
customary  6  per  cent  interest  rate. 

Furthermore,  most  building  and  loan  societies  require  a 
small  initiation  fee  from  new  stockholders,  usually  twenty- 
five  cents  per  share.  If  dues  are  not  paid  regularly,  a 
definite  fine  is  imposed  on  pajonents  in  arrears,  as  a  rule 
amounting  to  2  per  cent  a  month  on  the  unpaid  monthly 
installment,  W'hile,  as  previously  noted,  withdrawals  of 
shares  prior  to  maturity  result  in  partial  sacrifice  of  earn- 
ings, which  accrue  to  the  benefit  of  the  remaining  share- 
holders. These  sources  of  profits  explain  the  compara- 
tively large  rates  of  earnings  apportioned  annually  to 
shares  by  most  well  managed  building  and  loan  societies. 

Building  and  loan  associations  in  most  states  are  under 
the  supervision  of  the  state  banking  commissions,  and 
investors  in  the  shares  of  such  societies  have  reasonable 
assurance  that  their  deposits  are  invested  safely.  "With 
reasonable  securit}''  and  a  good  rate  of  return  on  deposits 
due  to  their  relatively  small  expenses,  the  popularity  of 
building  and  loan  societies  as  savings  institutions  will  un- 
doubtedly continue. 
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Life  Insurance 

A  third  source  of  savings  is  life  insurance  premiums. 
The  amounts  paid  annually  by  the  people  of  the  United 
States  in  premiums  on  life  insurance  policies  total  more 
than  one  and  one  half  billion  dollars.  The  investor  in  a 
life  insurance  policy  is  not  merely  buying  security  for 
himself,  but,  by  his  systematic  habits  of  thrift,  is  aiding 
in  building  up  a  huge  fund  which  is,  in  turn,  invested  by 
the  insurance  companies  in  good  securities  of  governments, 
public  utilities,  railroads,  and  banks.  The  small  premiums 
on  insurance  policies  thus  accumulate  a  fund  which  pro- 
vides a  substantial  portion  of  our  industrial  capital.  The 
insured,  on  the  other  hand,  has  not  merely  bought  security 
for  himself  and  his  family  by  investing  in  life  insurance, 
but  has  also  made  available  for  himself  the  accumulated 
payments  at  any  time,  since  he  can  use  these  as  a  basis 
for  a  loan  from  the  insurance  company. 

We  thus  see  that  by  means  of  savings  bank  deposits, 
building  and  loan  association  investments,  and  insurance 
premiums,  billions  of  dollars  are  saved  every  year  by  the 
people  of  the  United  States.  These  enormous  funds  do 
not  lie  idle.  They  help  to  move  the  wheels  of  industry, 
they  make  possible  our  material  progress.  "Without  saving 
and  investing,  our  material  prosperity  would  come  to  a 
standstill,  our  standards  of  living  would  decline,  and  our 
wealth  would  decrease.  Our  material  contribution  to  pos- 
terity consists  of  our  excess  of  production  over  consump- 
tion, our  savings  and  our  investments. 

Investing  in  Stock  Market  Securities 

Many  persons  of  moderate  means  invest  their  savings 
not  in  savings  banks  or  in  building  and  loan  shares  but  in 
the  stocks  and  bonds  of  various  industrial  enterprises. 
They  frequently  allow  themselves  to  be  drawn  into  the 
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stock  market  with  their  funds,  hoping  that  they  may 
realize  large  profits  with  a  rise  in  the  market  prices  of  the 
stocks  in  which  they  have  invested.  A  "tip"  from  a 
"friend"  who  is  presumably  on  the  "inside,"  a  clever 
story  of  a  glib  salesman  may  start  them  on  their  initial 
plunge. 

"They  haven't  a  chance,"  remarked  an  old  established 
dealer  in  corporate  securities  recently.  "Sooner  or  later 
they  will  lose,  for  they  are  invariably  made  the  victims  of 
some  trick  of  manipulation  which  will  take  their  money 
away  from  them  without  even  giving  them  a  chance." 

The  practice  of  buying  corporate  securities  outright  in 
the  stock  market  with  a  view  to  realizing  a  profit  in  a  ris- 
ing market  may  not  prove  fatal  to  the  iuA-estor.  His  se- 
curities may  fall  in  price  but  he  may  not  be  compelled  to 
sell  in  consequence.  He  can  retain  possession  of  his  hold- 
ings until  the  market  again  recovers. 

But,  as  a  rule,  dabblers  in  the  stock  market  do  not  pro- 
ceed in  this  manner.     They  either  buy  on  margin  or  sell 
short.  When  a  person  buys  stock  on  margin,  he  is  in  reality       a  Jt 
buying  stock  by  making  part  pajnoaent,  usually  10  to  201/  'i\^ 
per  cent  of  the  market  price  of  the  stock.    He  borrows  the(| 
balance  of  the  purchase  price  from  a  bank,  either  directly /y^lT^i^j 
or  through  a  broker.     The  stock,  thus  bought,  is  pledged    %.      j 
as  collateral  security  for  the  loan.     Banks  as  a  rule  lend-^l/^Oit 
funds  up  to  80  per  cent  of  the  market  price  of  good  col-         ' 
lateral.    If  the  market  price,  however,  should  fall  and  not 
rise  as  was  anticipated,  the  banks  will  call  for  additional 
security  in  order  to  give  them  the  customary  margin  of 
safety.     If  the  person  who  has  bought  on  margin  is  not 
able  to  provide  such  additional  security,  his  collateral  will 
be  sold  at  the  prevailing  market  price.    When  thousands  of 
speculators  are  "caught"  in  the  same  manner,  and  a  large 
number  of  shares  are  suddenly  offered  on  the  market,  the 
consequence  is  usually  a  still  further  drop  in  the  market 
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price.  The  banks  may  not  even  realize  an  amount  suffi- 
cient to  cover  their  loan  and  the  speculator  has  not  only 
lost  his  margin  but  may  find  himself  sued  by  the  broker 
for  the  unpaid  balance  of  the  loan. 

When  a  person  sells  short,  he  sells  stock  which  he  does 
not  possess,  borrowing  the  stock  for  delivery  and  hoping 
that  the  market  price  will  drop  so  that  he  may  realize  a 
profit  by  buying  at  a  lower  price  and  repaying  his  stock 
loan.  If,  however,  he  guesses  wrong  and  the  stock  rises 
instead  of  falls  as  he  had  anticipated,  he  may  be  compelled 
to  buy  at  a  higher  price  than  that  at  which  he  sold,  and 
his  funds  may  likewise  vanish  quickly.  Buying  on  margin 
and  selling  short  are  practices  best  left  to  those  who  are 
familiar  with  stock  market  operations,  and  who  have  suffi- 
cient funds  with  which  to  speculate.  For  outsiders  with 
limited  means,  speculating  on  the  stock  market  offers 
no  fair  chance  of  obtaining  funds,  either  to  provide  for  old 
age  or  to  develop  an  industrial  enterprise. 

Summary 

Our  modern  industrial  system  is  based  on  specialization. 
Specialization  implies  exchange.  Exchange  is  based  on 
mutual  willingness  and  results  in  mutual  gain  to  buyer 
and  to  seller.  The  primitive  method  of  exchange  was  barter, 
but  because  of  the  many  drawbacks  to  barter,  money  has 
been  adopted  as  the  convenient  medium  of  exchange.  In 
our  modern  business  world  credit  serves  as  the  equivalent 
of  money.  Money  and  credit  constitute  the  necessary 
funds  to  conduct  a  business  enterprise.  These  funds  come 
from  saving  and  investing.  People  save,  first,  to  provide 
for  old  age;  second,  to  provide  for  the  education  of  their 
children;  third,  to  provide  for  their  posterity;  fourth,  be- 
cause of  the  inducement  to  save,  in  the  form  of  interest; 
fifth,  because  of  the  uncertainties  in  life;  and  sixth,  be- 
cause they  want  to  start  in  business  for  themselves.    Three 
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common  savings  institutions  in  the  United  States  are  sav- 
ings banks,  building  and  loan  associations,  and  life  insur- 
ance companies.  These  institutions  accumulate  vast  sums 
every  year  which  are  made  available  to  promote  industry. 
For  a  person  of  moderate  means,  it  is  dangerous  to  specu- 
late in  the  stock  market,  since  he  is  sure  to  lose  sooner  or 
later.  The  pitfalls  of  the  stock  market  constitute  too  great 
a  danger  for  the  outsider.  The  possibility  of  losing  quickly 
by  playing  the  market  is  particularly  great  when  a  person 
begins  either  to  buy  on  margin  or  to  sell  short.  These 
practices  are  best  left  to  those  who  have  a  thorough  knowl- 
edge of  the  stock  market,  and  who  can  afford  to  take  a 
chance. 

Guide  Questions 

1.  Why   does   our   present   system   of   production  involve 
exchange  ? 

2.  What  is  the  function  of  money  in  our  industrial  system? 

3.  "In  every  exchange  transaction  there  is  mutual  gain." 
Explain, 

4.  Why  are  funds  needed  in  the  condu^i  of  modern  busi- 
ness? 

5.  What  is  the  source  of  the  funds  used  in  business? 

6.  Why  do  people  save? 

7.  What  are  the  common  methods  of  saving? 

8.  What  assurance  of  safety  of  their  deposits  do  deposi- 
tors in  savings  banks  have? 

9.  What  types  of  savings  banks  are  there  in  the  United 
States? 

10.  How  do  building  and  loan  societies  operate? 

11.  What  are  the  sources  of  profits  of  building  and  loan 
societies? 

12.  Show  how  life  insurance  constitutes  a  source  of  savings. 

13.  Why  is  it  inadvisable  for  persons  of  moderate  means 
to  invest  in  industrial  securities  listed  on  the  stock  exchanges? 

14.  What  is  meant  by  buying  on  margin? 

15.  What  is  meant  by  selling  short  ? 

16.  Show  how  buying  on  margin  may  result  in  sudden  loss 
of  investment. 


CHAPTER  III 

ADVANTAGES  AND  DISADVANTAGES  OF  DIFFERENT 
FORMS  OF  BUSINESS  ORGANIZATION 

The  Individual  Proprietorship 

Persistence  of  the  Individual  Proprietorship 

There  are  three  common  forms  of  business  organization 
in  the  United  States  to-day ;  the  individual  proprietorship, 
the  partnership,  and  the  corporation.  The  indi\adual  pro- 
prietorship, as  the  term  implies,  is  a  business  owned  and 
usually  operated  by  a  single  individual.  It  is  particularly 
adapted  to  those  types  of  business  which  largely  depend 
for  their  success  on  the  ability  of  one  person,  and  which 
do  not  require  large  capital  investment.  In  the  profes- 
sions— law,  medicine,  engineering — individual  enterprise 
still  plays  an  important  role.  Furthermore,  agriculture 
is  largely  conducted  by  the  individual  owners  of  small 
farms,  rather  than  by  large  farming  corporations.  Fin- 
ally, there  are  a  large  number  of  artisans  and  craftsmen, 
merchants  and  tradesmen  who  continue  the  individual 
form  of  business  organization. 

Reasons  for  the  Survival  of  the  Individual  Proprietorship 

The  individual  proprietorship,  although  constantly 
threatened  with  extinction,  appears  to  survive  the  inroads 
of  the  larger  business  units.  It  is  saved  by  the  fact  that 
there  are  numerous  branches  of  business  where  machinery 
cannot  be  employed  and  where  the  economies  of  large  capi- 
tal cannot  be  realized.     For  example,  in  the  practice  of 
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law  and  in  numerous  other  forms  of  personal  service,  in- 
dividual ability  will  continue  to  be  the  chief  factor  in 
production,  and  there  the  individual  proprietorship  will, 
no  doubt,  persist,  although  many  law  firms  are  to-day  or- 
ganized on  the  department  principle.  Again,  many  indi- 
vidual enterprises  have  taken  over  the  tasks  formerly  per- 
formed in  the  household  itself.  Dressmaking,  laundering, 
shoe  repairing,  and  the  like,  have  for  many  years  furnished 
opportunities  for  individual  enterprises,  and  created  new 
steps  on  which  private  initiative  may  ascend. 

A  third  reason  for  the  survival  of  the  individual  pro- 
prietorship lies  in  the  fact  that  the  many  new  products 
developed  in  recent  years  have  created  new  markets  for 
small  firms,  and  so  have  made  possible  their  survival.  The 
new  products,  moreover,  have  created  a  demand  for  acces- 
sories, the  distribution  of  which  in  small  convenient  units 
is  best  left  to  individual  proprietors.  A  familiar  example 
of  this  is  the  automobile,  which  has  necessitated  garages, 
filling  stations,  and  service  stations. 

Again,  habit  plays  a  dominant  part  in  the  persistence 
of  the  individual  proprietorship.  People  will  continue  to 
patronize  the  corner  grocer,  even  though  they  may  buy 
cheaper  by  patronizing  a  chain  store.  In  a  small  New 
Jersey  town  the  local  baker  is  continuing  in  business  and 
apparently  prospering,  although  he  is  selling  his  bread  at 
two  cents  a  loaf  higher  than  is  charged  at  the  chain  store 
for  a  loaf  of  the  same  weight.  People  like  the  individual 
touch,  and  are  willing  to  pay  for  the  homemade  product. 
Moreover,  the  ease  with  which  the  individual  enterprise 
can  be  started,  as  compared  with  the  formalities  connected 
with  starting  a  business  corporation,  as  we  shall  see  later, 
is  a  further  reason  for  its  persistence. 

Finally,  it  is  not  infrequently  a  matter  of  convenience 
rather  than  price  which  prompts  a  purchase.  The  busy 
housewife  will  do  her  last-minute  shopping  at  the  corner 
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store,  even  though  she  could  buy  more  cheaply  somewhere 
else,  because  she  can  save  time  and  trouble  in  doing  so. 

For  these  reasons,  the  individual  proprietorship  as  a 
form  of  business  organization  has  vs^eathered  the  storms 
of  the  past  and  will,  no  doubt,  continue  in  the  future.  In 
1914  only  28.3  per  cent  of  all  manufacturing  concerns  in 
the  United  States  were  incorporated.  In  1919  this  per- 
centage had  increased  to  only  31.5.  In  that  year  there 
were  no  less  than  138,000  individual  manufacturing  enter- 
prises still  in  existence  in  the  United  States,  the  value  of 
whose  product  was  $3,500,000,000.  On  the  other  hand, 
91,000  corporations  produced  goods  valued  at  no  less  than 
$55,000,000,000,  or  nearly  80  per  cent  of  the  total.  All 
in  all  there  were  1,124,385  individually  owned  business 
concerns  in  the  United  States  in  1919  which  reported  a  net 
income  for  that  year  to  the  Collector  of  Internal  Revenue, 
as  compared  with  180,656  partnerships  and  personal  serv- 
ice corporations.  Although  individual  proprietorships  may 
still  increase  numerically,  their  relative  importance  as 
forms  of  business  organizations  appears  to  be  waning.  Only 
in  those  enterprises  where  individual  responsibility  and 
skill  are  the  most  important  factors  and  capital  is  relatively 
unimportant,  can  we  hope  to  see  them  hold  their  place. 

The  Business  Partnership 

Advantages  of  the  Business  Partnership 

In  the  complex  industrial  world  of  ?o-day,  where 
specialization  plays  such  an  important  part,  it  is  often 
impossible  for  one  person  to  conduct  all  branches  of  a 
business.  It  is  usually  expedient,  when  the  business 
exceeds  the  limits  of  one  man's  ability,  to  combine  the 
skill  and  resources  of  several  persons  in  the  formation  of 
a  partnership.  A  partnership  may  be  defined  as  a  volun- 
tary association  of  two  or  more  natural  persons,  who  com- 
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bine  their  ability  as  well  as  tbeir  funds  for  the  purpose 
of  conducting  a  business. 

The  partnership,  as  such,  has  certain  advantages  over 
the  individual  proprietorship.  In  the  first  place,  it  can 
obtain  larger  amounts  of  capital  for  business  purposes. 
Not  only  will  the  original  fund  of  available  capital  ob- 
tained from  the  several  partners  be  larger  than  the  amount 
advanced  by  a  single  partner,  but  also  the  subsequent 
borrowing  capacity  of  the  partnership  will  be  greater  than 
that  of  the  proprietors  taken  singly.  Furthermore,  modern 
business  may  be  divided  into  three  departments :  the  buy- 
ing, the  operating,  and  the  selling  departments.  Under 
competitive  conditions  in  an  active  market,  unless  his  busi- 
ness is  very  small  it  is  difficult  for  one  person  to  direct 
or  supervise  all  three  of  these  departments  effectively. 
If,  therefore,  three  persons,  each  familiar  with  one  of  the 
branches  of  the  business,  join  in  a  common  venture,  it  will 
probably  have  greater  chances  of  success  than  if  each 
individual  performed  all  the  operations  himself. 

It  is  not  uncommon  to  find  a  person  with  considerable 
business  ability  along  one  line,  who  has  failed  because  he 
is  unable  to  handle  adequately  all  the  departments  of  his 
business.  A  shoe  manufacturer  may  be  thoroughly  familiar 
with  every  stage  in  the  production  of  a  pair  of  shoes,  and 
still  lack  the  ability  to  sell  them. 

When,  therefore,  individuals  with  specialized  experience 
in  different  branches  of  a  business  combine  forces,  they 
have  a  better  chance  of  success  than  when  acting  singly. 

Disadvantages  of  the  Business  Partnership 

In  spite  of  these  obvious  advantages  of  the  partner- 
ship over  the  individual  form  of  business  enterprise,  it 
appears  that  the  partnership  is  losing  rather  than  gaining 
in  popularity  as  a  business  unit.  This  is  due  to  certain 
distinct  disadvantages  of  the  partnership.  In  the  first  place, 
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debts  contracted  by  one  partner  in  the  name  of  the  partner- 
ship, become  the  direct  obligations  of  all  the  partners. 
They  may  lose  not  only  their  individual  funds  invested  in 
the  partnership,  but  if  the  partnership  property  does  not 
pay  the  debts,  their  individual  property  may  be  attached. 
Second,  each  partner  is  an  agent  of  the  partnership,  and 
can  contract  in  its  name  and  for  the  benefit  of  the  partner- 
ship. Such  contracts  are  binding  on  all  the  partners.  Un- 
less, therefore,  there  is  a  clear  understanding  among  the 
partners  that  no  one  v?ill  act  without  consulting  the  others, 
there  is  danger  that  one  partner  will,  for  example,  by  some 
ill-advised  contract,  jeopardize  the  individual  property  of 
the  other  partners.  Third,  no  partner  can  withdraw  from  a 
partnership  without  the  consent  of  all  the  partners,  nor 
can  a  new  member  be  admitted  to  the  partnership  without 
their  mutual  consent.  This  is  a  serious  objection  when  it 
is  desired  by  the  majority  either  to  eliminate  a  member  or 
to  admit  a  new  partner.  Finally,  a  partnership  is  usually 
dissolved  by  the  death  of  any  one  of  the  partners. 

The  Business  Corporation 

Advantages  of  the  Business  Corporation  from  the  View- 
point of  the  Business  Unit 

Because  of  these  disadvantages  of  the  partnership,  an- 
other form  of  business  organization  has  been  developed 
during  the  past  century.  This  is  the  business  corporation. 
A  business  corporation  may  be  defined  as  an  association  of 
natural  or  artificial  persons  given  power  by  the  state, 
under  an  instrument  called  a  charter,  to  transact  business 
as  a  natural  person.  The  ownership  of  a  corporation 
rests  with  the  stockholders,  each  share  of  stock  represent- 
ing a  corresponding  share  of  ownership.  The  corpora- 
tion, at  law,  has  an  existence  apart  from  that  of  its  stock- 
holders or  owners.     Thus  the  status  of  a  stockholder  does 
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not  directly  affect  the  status  of  the  corporation.  A  stock- 
holder may  die  without  affecting  the  life  of  the  corpora- 
tion. A  corporation  is  said  to  have  succession  in  name  and 
not  in  person.  This  name  it  receives  in  its  charter,  v^^hich 
may  be  regarded  as  the  birth  certificate  of  the  corpora- 
tion. The  charter,  moreover,  states  the  period  of  time 
during  which  the  corporation  is  to  continue.  It  may  be 
formed  for  a  limited  number  of  years,  and  then  expire, 
or  it  may  have  perpetual  existence.  If  a  corporation  has 
perpetual  succession,  the  death  of  any  or  all  of  the  stock- 
holders would  not  terminate  its  existence,  as  in  the  case  of 
the  death  of  a  partner. 

The  perpetual  succession  of  a  corporation  gives  stability 
and  permanence  to  business  carried  on  under  this  form 
of  organization.  It  assures  its  continuation  over  a  long 
time,  and  thus  makes  possible  the  adopting  of  long  time 
business  policies.  Furthermore,  it  makes  capital  invest- 
ments attractive  since  it  can  give  reasonable  assurance  to 
investors  of  continued  operation,  regardless  of  the  status 
of  the  stockholders.  Such  continued  operation,  in  turn, 
usually  means  continued  earnings  on  investments. 

A  second  advantage  of  the  corporation  as  a  form  of 
business  organization  lies  in  the  fact  that  its  small  units 
of  ownership,  sometimes  ranging  as  low  as  ten  cents  per 
share  of  stock,  attract  the  savings  of  people  of  very  mod- 
erate means.  This  growing  diffusion  of  the  ownership 
of  the  securities  of  corporations  has  attracted  consider- 
able attention  in  recent  years.  Corporations  owned  by 
twenty  or  thirty  thousand  stockholders  are  becoming  quite 
common,  and  in  several  larger  corporations,  such  as  the 
American  Telephone  and  Telegraph  Company  and  the 
United  States  Steel  Corporation,  the  stock  is  owned  by 
several  hundred  thousand  persons.  In  1923  eighteen 
leading  railroads  of  the  United  States  were  owned 
by  approximately  602,000  stockholders.     The  significance 
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of   this   increasing   diffusion   of   ownership    of    corporate 
securities  will  be  analyzed  in  Chapter  XV. 

Deriving  its  funds  from  the  savings  of  a  large  number  of 
investors,  large  accumulations  of  capital  can  be  brought 
under  the  control  of  a  single  business  unit  by  modern  cor- 
porations. For  example,  on  December  31, 1923,  the  combined 
assets  of  the  United  States  Steel  Corporation  were  valued 
at  $2,420,882,704,  while  the  financial  statement  of 
the  American  Telephone  and  Telegraph  Company  showed 
assets  valued  at  $1,306,702,232.  On  the  same  date,  the 
total  assets  of  the  Standard  Oil  Company  of  New  Jersey 
were  $1,148,004,953.  General  Motors  Corporation  had 
assets  aggregating  $593,123,720,  while  on  February  28, 
1924,  the  total  assets  of  the  Ford  Motor  Company  were 
valued  at  $568,101,636.  Railroads  also  show  huge  accumu- 
lations of  capital  funds  under  the  control  of  a  single  busi- 
ness unit.  The  consolidated  balance  sheet  of  the  New  York 
Central  Railroad  Company  as  of  December  31,  1923,  re- 
vealed assets  valued  at  $1,359,536,970,  and  the  Pennsyl- 
vania Railroad's  combined  assets  were  $1,785,369,220. 
These  are  but  a  few  of  the  many  large  corporations  in  the 
United  States  to-day  in  various  fields  of  industrial  ac- 
tivity which  have  combined  enormous  capital  funds  under 
the  control  and  management  of  a  single  industrial  or- 
ganization. 

Advantages  of  the  Business  Corporation  from  the  View- 
point of  the  Stockholder 

The  investor  in  the  shares  of  a  business  corporation  does 
not  risk  losing  more  than  the  face  or  par  value  of  his 
stock  in  case  of  insolvency,  or  the  actual  amount  paid  for 
his  stock,  if  such  stock  has  no  par  value.  In  other  words, 
his  liability  is  usually  limited  to  the  amount  of  his  invest- 
ment in  the  stock  of  the  corporation.  If,  however,  he  has 
made   only  a   part  payment   on   his   shares,   the   balance 
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being  subject  to  call,  he  may  be  required  to  pay  this 
balance  still  owing  on  his  shares,  when  called  by  the  board 
of  directors.  When,  however,  the  shares  are  fully  paid 
and  are  no  longer  assessable,  he  cannot  be  required 
to  make  any  further  payments  to  meet  corporate  debts. 
This  so-called  limited  liability  of  stockholders  holds  in 
practically  every  state  of  the  Union,  Some  states,  however, 
as  for  example,  New  York,  extend  the  liability  of  stock- 
holders to  cover  debts  owing  to  employees.  Furthermore, 
there  is  double  liability  attached  to  the  ownership  of  shares 
of  stock  in  national  banks.  A  stockholder  of  such  shares 
may  be  required  to  pay  again  the  amount  of  the  par  value 
of  his  stock  to  meet  the  creditor  demands,  in  case  of  a 
bank  failure.  This  provision  of  the  Federal  law  is  in- 
tended to  afford  additional  security  to  depositors. 

A  further  advantage  of  the  business  corporation  from 
the  stockholder's  viewpoint  is  the  ease  with  which  he  may 
withdraw.  By  assigning  his  shares  he  can  transfer  their 
possession  to  some  one  else.  Such  an  assignment  consists 
of  giving  the  power  of  attorney  to  some  one,  usually  a 
broker,  to  transfer  his  shares. 

In  order  to  facilitate  the  sale  of  corporate  stocks,  most 
large  cities  in  the  United  States  have  organized  markets 
for  the  purpose,  called  stock  exchanges.  Daily  quota- 
tions, stating  the  high  and  low  prices  at  which  various 
securities  w^ere  bought  and  sold,  together  with  the  volume 
of  transactions  in  each  type  of  stock,  are  published  in 
newspapers  and  financial  journals.  The  process  of  "list- 
ing" securities  on  the  exchanges  and  the  incidental  for- 
malities are  described  in  Chapter  VII. 

A  ready  market  is  thus  provided  for  the  stock  of  many 
corporations  to-day,  and  persons  who  need  their  funds 
which  they  have  invested  in  certain  corporate  stocks,  for 
other  purposes,  usually  experience  little  difficulty  in  dis- 
posing of  their  shares  and  thus  withdrawing  from   the 
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corporation.  There  are  always  others  ready  to  take  hold 
of  stock  offerings  on  the  market.  When,  at  any  time, 
there  is  extensive  buying  of  corporate  shares  by  investors 
and  speculators,  the  market  price  of  the  stocks  will  tend  to 
rise.  Such  a  rising  market  is  said  to  be  a  "bull"  market. 
On  the  other  hand,  when  there  are  large  quantities  of 
corporate  stocks  offered  for  sale,  and  the  price  moves  down- 
ward in  order  to  attract  more  buyers,  such  a  market  is 
said  to  be  a  "bear"  market. 

Whatever  the  nature  of  the  market  may  be,  listed  se- 
curities can  be  sold,  and  this  marketability  of  the 
shares  of  a  corporation  is  a  decided  advantage  of  the  cor- 
porate form  of  business  enterprise  from  the  viewpoint 
of  the  investors  in  stocks.  A  third  advantage  is  derived 
from  the  fact  that  the  representatives  of  the  stockholders, 
the  officers,  cannot  individually  contract  in  the  name 
of  the  corporation  unless  it  is  done  with  the  approval  of 
the  other  directors.  The  acts  of  one  director  in  the  name 
of  the  corporation  will  not  bind  the  corporation  as  the  acts 
of  one  partner  will  bind  the  other  partners.  This  gives 
assurance  to  the  stockholders  that  their  interests  will  not 
be  jeopardized  by  the  unscrupulous  or  reckless  actions  of 
a  single  director. 

Advantages  of  the  Business  Corporation  from  the  View- 
point of  the  Consumers 

We  have  noted  that  the  corporate  form  of  business  or- 
ganization facilitates  the  combining  of  large  amounts  of 
capital  under  a  single  management.  The  extensive  use 
of  capital,  in  the  form  of  machinery  and  equipment,  makes 
possible  the  economies  of  large  scale  production.  It  fa- 
cilitates the  manufacture  of  standardized  products  at 
decreasing  costs,  provides  facilities  for  research  and  investi- 
gation in  industry,  makes  possible  the  utilization  of  indus- 
trial by-products,  affords  an  opportunity  to  buy  and  sell 
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in  large  quantities  in  constantly  widening  markets,  and 
makes  it  possible  to  employ  the  best  talent  to  direct  the 
specific  phases  of  producing  and  marketing  of  products.  All 
these  economies  tend  to  lower  costs  of  production  and  to 
lower  selling  prices.  When  large  business  corporations  real- 
ize the  economies  of  large  scale  production  by  virtue  of  their 
control  over  extensive  capital  and  their  efficient  organiza- 
tion, and  in  turn  allow  the  consumers  to  benefit  in  the  form 
of  lower  prices  and  more  product,  the  advantages  of  the 
corporation  as  a  form  of  business  organization  cannot  be 
questioned. 

Disadvantages  of  the  Corporation  as  a  Form  of  Business 
Organization 

The  many  advantages  of  the  corporation  as  a  form 
of  business  organization  should  not  cause  us  to  lose  sight 
of  some  of  its  weaknesses.  The  concentration  of  huge 
amounts  of  capital  under  the  control  of  a  relatively  small 
number  of  persons  who  guide  the  destinies  of  our  corpo- 
rations, no  doubt  offers  much  temptation.  The  possibility 
of  abuse  of  corporate  power  for  the  purpose  of  furthering 
personal  ambition  always  exists. 

The  great  captains  of  finance  and  industry  wield  an  author- 
ity swollen  by  the  capital  which  their  prestige  attracts  from 
thousands  of  investors,  and  often  augmented  still  further  by 
working  alliances  among  themselves.  Among  the  enterprisers 
of  the  whole  country,  this  small  coterie  exercises  an  influence 
out  of  proportion  not  only  to  their  numbers  but  also  to  tbeir 
wealth.  The  men  at  the  head  of  smaller  enterprises,  while 
legally  free  to  do  as  they  will  with  their  own,  find  their  field  of 
initiative  limited  by  the  operations  of  these  magnates. 

Another  result  of  the  rise  of  large  corporations  controlled  by 
one  or  by  a  few  individuals  is  that  the  latter  have  an  opportunity 
to  make  money  for  themselves  at  the  expense  of  the  enterprise 
itself,  or  at  the  expense  of  the  other  i^arties  at  interest.     By 
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giving  lucrative  contracts  to  construction  or  repair  companies 
in  which  they  are  interested,  by  utilizing  their  advance  informa- 
tion of  the  corporation's  affairs  for  speculation  in  the  prices 
of  its  shares,  by  rigging  its  accounts  for  the  same  purpose,  by 
making  loans  or  granting  secret  rebates  to  other  enterprises  in 
which  they  are  interested,  and  by  other  shifts,  it  is  often  possible 
for  an  inner  ring  to  make  profits  out  of  wrecking  the  corporation 
or  defrauding  the  outside  holders  of  stocks  and  bonds.^ 

Furthermore,  with  responsibility  diffused  among  a  num- 
ber of  directors,  it  is  often  difficult  to  attach  individual 
responsibility  for  the  misdeeds  of  a  corporation.  That 
corporate  managers  have  been  guilty  of  questionable  prac- 
tices, misrepresentation  of  competitor's  products,  secret 
agreements,  and  limitations  of  output  after  gaining  mo- 
nopoly control,  is  common  knowledge.  It  is  also  gen- 
erally known  that  corporate  funds  have  at  times  been  em- 
ployed to  influence  political  action,  to  the  detriment  of  the 
consuming  public.  Again,  there  is  always  the  danger  of 
wasting  or  misappropriating  legitimate  corporate  profits 
by  unsound  financing  or  inefficient  management.  All  of 
these  defects  have  cropped  up  from  time  to  time  in  some 
of  our  business  corporations.  But  they  are  not  inherent 
in  the  corporate  form  of  business  enterprise.  This  form 
of  business  organization  merely  offers  more  opportunity  for 
irresponsible  individuals  to  conceal  their  actions  than  either 
the  individual  proprietorship  or  the  partnership. 

The  Business  Trust 

An  interesting  development  in  the  financial  organiza- 
tion of  large  modern  business  units  is  the  formation  of 
the  so-called  "business  trust."  This  type  of  organization 
has  been  discovered  to  possess  many  of  the  advantages 
of  the  corporate  form  of  business  enterprise,  but  from 
the  viewpoint  of  the   enterprisers  does  not   possess  its 

1  Wesley  C.  Mitchell,  Business  Cycles,  pp.  SZff. 
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disadvantages.  For  this  reason,  it  is  believed  that  the 
business  trust  will  enjoy  increasing  popularity  in  the 
future  and,  in  part,  form  a  convenient  substitute  for 
the  common  business  corporation. 

The  business  trust  movement  had  its  rise  in  the  state 
of  Massachusetts,  as  the  "Massachusetts  Trust"  and,  since 
then,  has  spread  over  a  considerable  portion  of  the  United 
States.  Its  organization  closely  resembles  that  of  the 
business  corporation.  The  trust  is  created  by  drafting 
and  executing  a  deed  of  trust,  which  is  merely  a  con- 
tract between  the  beneficiaries  and  the  trustees.  The 
property,  constituting  the  body  or  corpus  of  the  trust, 
is  managed  and  disposed  of  by  the  trustees  for  the  benefit 
of  the  holders  of  the  beneficial  interests.  These  interests 
are  composed  of  certificates  or  shares,  issued  by  the 
trustees.  Shares,  representing  interests,  may  be  either 
common  or  preferred  or  both  and  may  be  either  with 
or  without  par  value.  Usually,  it  is  provided  that  credit- 
ors shall  receive  payment  only  out  of  the  property  and 
funds  of  the  trust.  Shareholders  have  no  title  to  the 
trust  property,  except  in  case  of  dissolution,  when  they 
receive  their  pro  rata  share  of  the  proceeds  of  the  sale. 
The  extreme  life  of  the  trust  is  usually  21  years  after 
the  death  of  the  last  surviving  original  trustee.  The 
death  of  a  shareholder  does  not  terminate  the  trust  and 
does  not  entitle  the  legal  representative  to  an  accounting. 

Advantages  of  the  Business  Trust  over  the  Corporation 

What  are  the  advantages  of  this  type  of  organization 
over  the  business  corporation  chartered  under  the  general 
corporation  laws  of  a  state? 

In  the  first  place,  the  trustees  are  ** persons"  and  also 
"citizens"  within  the  meaning  of  Section  2,  Article  4, 
of  the  Constitution  of  the  United  States  and  are,  there- 
fore,  entitled   to   all   the   privileges   and   immunities   of 
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citizens  of  the  several  states.  They  may  consequently 
transact  business  in  any  state  without  molestation,  upon 
equal  terms  with  every  other  citizen. 

Second,  for  the  time  being,  at  least,  the  business  trust 
is  free  from  the  necessity  of  making  periodical  reports 
and  from  inquisitorial  legislation.  It  is  a  question,  how 
far  the  states  may  go  in  their  attempts  to  regulate  a 
common  law  trust  exercising  its  legal  right  of  contract, 
by  singling  this  type  of  trust  out  from  all  the  other 
trusts  as  an  object  of  legislative  attack.  It  is,  further- 
more, a  question  whether  exactions  may  be  imposed  upon 
this  form  of  commercial  activity,  which  are  not  imposed 
upon  partnerships. 

Third,  in  matters  of  taxation,  the  business  trust  has 
decided  advantages  over  the  business  corporation.  Taxes, 
in  the  form  of  organization  taxes,  property  taxes,  fran- 
chise taxes.  Federal  and  state  capital  stock  taxes,  cor- 
poration income  taxes,  and  similar  levies  are  levied  against 
business  corporations,  but  not  in  all  cases  against  business 
trusts.  For  instance,  a  tax  on  the  body  of  the  estate 
and  also  on  the  equitable  interest  therein  would  be 
double  taxation,  imposed  theoretically  on  those  needing 
the  protection  of  the  trust,  which  others,  not  in  need 
of  protection,  would  escape.  Since  the  business  trust 
is  the  creation  of  the  parties'  common  law  right  of  con- 
tract, a  franchise  tax  could  not  be  imposed  upon  it. 
Furthermore,  the  Supreme  Court  of  Massachusetts  has 
decided  that  the  shares  in  a  trust,  held  to  be  partnership, 
could  not  be  taxed  to  the  owner. 

The  foregoing  alleged  advantages  of  the  business  trust 
over  the  business  corporation  are  from  the  viewpoint 
of  the  beneficiaries,  who  in  the  strict  sense  of  the  word 
are  the  business  enterprisers.  "Will  the  public  interest 
be  served  more  adequately,  more  fairly  by  this  type  of 
organization  than  by  the  chartered  company?     The  an- 
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swer  to  this  question  must  be  sought  in  the  reasons  for 
substituting  the  business  trust  for  the  business  corpora- 
tion. These  may  be  briefly  summarized :  First,  the  increas- 
ing prosperity  of  American  business  corporations  has  made 
this  type  of  organization  a  very  popular  source  of  Federal 
and  state  taxes.  It  is  said  that  no  class  of  citizens 
has  been  so  heavily  taxed  as  the  business  corpora- 
tion. The  predominating  reason  for  the  organization  of 
the  business  trust  is  tax  evasion.  Secondly,  business 
corporations  do  not  enjoy  the  right  of  citizenship  in  the 
separate  states  and  may  do  business  in  states  other  than 
that  in  which  they  are  incorporated  only  by  means  of  the 
doctrine  known  as  the  ''Comity  of  States."  A  state  may 
prescribe  any  condition  it  desires  for  a  foreign  corpora- 
tion, so  long  as  these  conditions  are  not  discriminatory 
and  in  violation  of  the  Federal  Constitution.  For  these 
reasons,  primarily,  the  business  trust  has  been  developed 
by  ingenious  promoters  as  a  substitute  for  the  business 
corporation. 

It  is  doubtful  whether  the  business  trust  will  long 
escape  legislative  attack.  If  its  activities,  prompted 
purely  by  acquisitive  motives,  become  detrimental  to  the 
interest  of  the  general  public,  it  will  eventually  be 
legislated  against,  and  such  legislation  may  be  very 
damaging.  As  a  means  of  escaping  the  payment  of 
taxes  it  has,  for  the  time  being,  been  found  to  be  a  very 
successful  substitute  for  the  business  corporation.  But 
taxes  to  meet  necessary  governmental  expenditures  must 
be  paid  by  some  one.  All  such  taxes  must  come  from  the 
national  income.  If  corporations,  as  such,  did  not  pay  a 
portion  of  the  necessary  taxes,  larger  funds  out  of  earn- 
ings would  probably  be  available  for  distribution  among 
stockholders.  These  funds  would,  in  turn,  form  a  lucra- 
tive source  of  taxes  when  finally  distributed.  Indi- 
viduals may  profit,  temporarily,  by  ingenious  methods 
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of  tax  evasion,  but  sooner  or  later  will  discover  that 
an  enlightened  public  opinion  will  demand  an  account- 
ing. The  future  of  the  business  trust  is  still  very 
uncertain.  Many  laws  will  undoubtedly  have  to  be 
enacted  and  court  decisions  rendered,  before  it  will 
in  any  definite  way  be  adopted  as  a  satisfactory 
substitute  for  the  business  corporation.  Its  exact 
legal  status  is  as  yet  not  clearly  defined.  If  it  is  ex- 
tensively substituted  for  the  business  corporation,  its 
primary  advantage  will  probably  not  lie  in  the  direction 
of  a  convenient  means  of  tax  evasion,  but  rather  as  a 
means  of  enjoying  equal  rights  and  privileges  in  all 
states. 

Simunary 

Three  common  forms  of  business  organization  exist  in 
the  United  States  to-day;  the  single  proprietorship,  the 
partnership,  and  the  corporation.  The  individual  form  of 
business  enterprise  persists  because  of  (1)  its  adaptability 
to  businesses  requiring  little  capital,  (2)  its  convenient 
form  for  occupations  formerly  performed  in  the  house- 
hold, (3)  its  outlet  for  marketing  new  products,  (4)  its 
availability  for  distributing  modern  accessories,  (5)  habits 
of  the  people,  (6)  ease  with  which  it  can  be  started,  and 
(7)  its  convenience.  But  its  relative  importance  appears 
to  be  waning.  The  partnership  has  certain  advantages 
over  the  individual  form  of  business  enterprise.  (1)  It 
makes  possible  obtaining  larger  amounts  of  capital.  (2) 
It  makes  possible  greater  specialization  of  tasks.  But  the 
disadvantages  of  the  partnership  appear  greater  than  its 
advantages,  and  account  for  its  waning  popularity  as  a 
form  of  business  organization.  These  disadvantages  are 
(1)  unlimited  liability  of  the  partners,  (2)  the  acts  of  one 
partner  for  the  partnership  bind  all  other  partners,  (3) 
the  difficulty  of  withdrawal  from  or  admittance  to  a  part- 
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nership,  (4)  limited  succession.  These  weaknesses  of  a 
partnership  are  overcome  by  the  business  corporation, 
which  (1)  makes  possible  large  accumulation  of  capital  in 
small  units,  (2)  has  perpetual  succession,  (3)  has  limited 
liability  of  its  stockholders,  (4)  makes  easy  the  transfer 
of  ownership,  (5)  makes  impossible  binding  a  corporation 
by  the  individual  acts  of  its  directors,  and  (6)  makes  pos- 
sible practicing  the  economies  of  large  scale  production. 
These  advantages,  however,  should  not  blind  us  to  the 
objections  to  the  business  corporation  such  as  (1)  those 
arising  from  concentration  of  large  amounts  of  capital 
under  the  control  of  a  few,  (2)  those  arising  from  abuse 
of  corporate  powers,  and  (3)  those  arising  from  misappro- 
priation of  corporate  funds. 

In  recent  years,  the  business  trust  has  been  developed 
to  replace  the  business  corporation  in  many  branches  of 
industrial  activity.  The  business  trust,  at  present,  can 
transact  business  in  any  state,  upon  equal  terms  with 
any  citizen.  It  is  free  from  the  necessity  of  mak- 
ing periodical  reports  and  from  inquisitorial  legislation, 
and  enjoys  immunity  from  many  forms  of  corporation 
taxes.  It  is  objectionable,  however,  since  its  legal  status 
is  not,  as  yet,  clearly  defined,  and  because  it  may  in- 
vite legislative  attack  in  the  future. 

Guide  Questions 

1.  What  are  the  three  common  fonns  of  business  organi- 
zation ? 

2.  How  do  you  account  for  the  persistence  of  the  individ- 
ual proprietorship? 

3.  "What  is  a  partnership? 

4.  "What  are  the  advantages  of  the  partnership  over  the 
individual  enterprise  ? 

5.  Why  is  the  partnership,  as  a  form  of  business  organi- 
zation, losing  in  popularity? 

6.  What  is  a  business  corporation? 
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7.  What  are  the  advantages  of  the  business  corporation 
over  the  partnership  from  the  viewpoint  of  the  business  or- 
ganization ? 

8.  What  are  the  advantages  of  the  business  corporation 
from  the  viewpoint  of  the  stockholder? 

9.  What  are  the  advantages  of  the  business  corporation 
from  the  viewpoint  of  the  consumers? 

10.  What  are  the  disadvantages  of  a  business  coriwration? 

11.  How  is  the  business  trust  organized? 

12.  What  advantages  does  the  business  trust  have  over  the 
corporation? 

13.  Can  public  interest  be  served  more  adequately  by  the 
business  trust  than  by  the  business  corporation?  Give  reasons 
for  your  answer. 


CHAPTER  IV 
ORGANIZING  A  BUSINESS  ENTERPRISE 

Organizing  an  Individual  Enterprise 

It  is  a  relatively  simple  matter  to  establish  an  individ- 
ual enterprise.  When  a  person  has  decided  upon  a  busi- 
ness opportunity,  has  carefully  investigated  it,  and  has 
the  necessary  funds  to  begin  operations,  he  usually  ex- 
periences little  difficulty  in  getting  a  start.  Neverthe- 
less, there  are  certain  technicalities  which  should  not  be 
overlooked.  The  prospective  enterpriser  should  first  as- 
sure himself  that  he  has  full  possession  of  the  business 
property  he  proposes  to  utilize.  If  he  contemplates  leasing 
a  business  site,  he  should  see  to  it  that  the  lease  is  prop- 
erly phrased,  and  does  not  make  possible  either  its  sudden 
termination  on  the  part  of  the  lessor  or  a  sudden  increase 
in  rentals. 

A  large  mercantile  advertisement  appeared  in  a  news- 
paper recently,  deploring  the  fact  that  the  merchant  was 
compelled  to  sell  out  and  move  because  his  rent  had  been 
unduly  increased.  Landlords,  as  a  rule,  like  to  charge 
"all  the  traffic  will  bear,"  and  do  not  hesitate  to  raise 
their  rents  if  they  become  aware  of  the  fact  that  their 
location  is  yielding  the  tenant  an  unusual  margin  of 
profit.  Furthermore,  if  the  prospective  enterpriser  pro- 
poses to  buy  a  business  property,  he  should  make  sure 
that  he  obtains  a  clear  title,  otherwise  he  may  find  it 
impossible  either  to  borrow  on  the  property  or  to  use  it 
to  full  advantage. 

In  a  small  town  of  8,000  inhabitants,  a  merchant  had 

51 


52         KUDIMENTS  OF  BUSINESS  FINANCE 

decided  to  purchase  a  three-story  brick  building,  centrally 
located  and  considered  by  the  people  of  the  town  an  ideal 
business  location.  The  building  was  practically  new  and 
contained  ample  space  for  the  purpose  of  the  proposed 
business.  The  purchase  price  was  $25,000.  When  the 
agreement  of  sale  was  drawn  up,  the  merchant  paid  down 
one  thousand  dollars  with  the  understanding  that  he  was 
to  receive  an  unencumbered  title  to  the  property.  Shortly 
afterward,  however,  he  discovered  that  a  five-j^ear  lease 
had  been  granted  to  a  fraternal  organization  for  the  use 
of  the  entire  third  floor  of  the  building.  This  space  was 
indispensable  to  the  buyer  for  storeroom.  Still  he  could 
not  evict  the  lessees.  He  brought  suit  against  the  seller 
of  the  property,  and  finally  won  his  case.  The  thousand 
dollars  which  he  had  paid  down  were  paid  back  to  his 
attorney,  who,  after  deducting  his  fees  of  $750  for  pro- 
fessional services,  returned  the  remaining  $250  to  the 
prospective  purchaser. 

When  the  enterpriser  has  secured  himself  in  the  pos- 
session of  a  business  property,  there  are,  moreover,  certain 
formalities  required  by  law,  such  as  obtaining  a  business 
license  or  a  vendor's  license,  which  he  should  not  overlook. 
The  legal  provisions  regarding  safety,  inspection,  sanita- 
tion, and  the  like,  differ  in  different  states  and  for  different 
enterprises,  but  the  prospective  enterpriser  should  familiar- 
ize himself  with  the  provisions  of  the  law,  and  thus  avoid 
possible  fines  and  penalties. 

Organizing  a  Partnership 

When  two  or  more  persons  combine  their  skill  and  their 
resources  for  the  purpose  of  conducting  a  business  enter- 
prise, they  usually  draw  up  an  agreement  setting  forth 
the  conditions  under  which  the  partnership  is  to  operate. 
The  partnership  agreement  is  in  the  nature  of  a  private 
contract  rather  than  a  franchise  secured  from  the  state. 
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It  usually  specifies  the  names  of  the  partners,  the  nature 
of  the  business,  the  contributions  of  the  individual  partners, 
and  the  distribution  of  profits  and  losses.  The  following 
is  a  simple  partnership  agreement: 

ARTICLES  OF  AGREEMENT  made  this  first  day  of  Sep- 
tember, in  the  year  of  our  Lord  one  thousand  nine  hundred 
and  twenty-two,  between  Gordon  S.  Hall  of  the  City  of  Phila- 
delphia, of  the  one  part  and  Richard  J.  Brown,  also  of  said 
city,  of  the  other  part. 

The  said  parties  have  agreed,  and  by  these  presents  do 
agree,  to  associate  themselves  as  co-partners  in  the  business 
of  operating  and  conducting  a  garage  and  accessory  business, 
and  in  particular  to  handle  brake  linings  and  clutch  facings 
and  to  reline  brakes  for  automobiles,  which  co-partnership 
shall  continue  for  a  term  of  one  (1)  year  from  the  date  of 
these  presents,  and  to  continue  from  year  to  year  under  the 
same  terms  and  conditions  as  herein  stated  or  as  subsequently 
modified  unless  terminated  by  either  party  giving  to  the  other 
ninety  (90)  days  prior  notice  of  his  intention  to  terminate 
the  within  agreement  at  the  end  of  any  current  term. 

The  said  Richard  J.  Brown  has  contributed  on  the  day  of 
these  presents  the  sum  of  One  thousand  dollars  ($1,000.00), 
and  the  said  Gordon  S.  Hall  has  contributed  the  sum  of  Eight 
hundred  and  fifty  dollars  ($850.00)  and  one  (1)  Ford  auto- 
mobile, the  said  cash  and  the  automobile  to  be  used  and  em- 
ployed in  common  by  the  parties  to  this  agreement  for  the 
operation  of  said  business. 

It  is  hereby  agreed  between  the  parties  that  neither  of  said 
parties  will  at  any  time  during  the  term  of  the  within  agree- 
ment exercise  or  follow  the  said  trade  or  any  other  trade  to 
his  private  benefit  or  advantage,  but  shall  or  will  at  all  times 
exercise  his  best  endeavors  and  his  utmost  skill  and  ability 
for  the  mutual  advantage  of  the  said  partnership. 

All  profits  and  gains  arising  from  the  operation  of  said 
business  shall  be  equally  and  proportionately  divided  between 
the  parties  hereto,  share  and  share  alike,  and  losses  that  shall 
be  incurred  in  the  operation  of  said  business  shall  be  paid 
and  borne  equally  between  said  partners. 

The  business  of  said  partnership  shall  be  conducted  under 
the  firm  name  of  Hall  and  Brown. 
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The  said  Gordon  S.  Hall  and  the  said  Richard  J.  Brown 
shall  be  entitled  to  be  paid  from  the  business,  as  a  drawing 
account,  the  sum  of  twenty-five  dollars  ($25.00)  per  week  each, 
unless  the  weekly  sum  shall  be  changed  or  altered  by  mutual 
agreement. 

And  further,  it  is  agreed  between  them,  that  there  shall  be 
kept,  during  the  said  term  and  joint  business,  perfect,  just,  and 
true  books  of  accounts,  wherein  each  of  the  said  co-partners 
shall  enter  and  set  down,  the  money  by  him  received  and 
expended  in  and  about  the  said  business,  and  all  other  mat- 
ters and  things  in  any  wise  belonging  or  appertaining  thereto, 
so  that  either  of  them  may  at  any  time  have  free  access 
thereto. 

And  also  that  the  said  co-partners,  once  in  twelve  months, 
or  oftener  if  need  shall  require,  upon  the  request  of  any  one 
of  them,  shall  make  and  render  each  to  the  other,  or  to  the 
executors  and  administrators  of  each  other,  a  true  and  per- 
fect account  of  all  profits  and  increases  by  them  made  and  of 
all  losses  sustained;  and  also  of  all  payments,  receipts,  dis- 
bursements, and  all  other  things  whatsoever  by  them  made, 
received  and  disbursed,  acted,  done,  and  suffered  in  the  said 
co-partnership;  and,  the  account  so  made,  shall  and  will 
clear,  adjust,  pay  and  deliver,  each  unto  the  other,  at  the  time 
of  making  such  account,  their  equal  shares  of  the  profit  so 
made  as  aforesaid. 

And  at  the  end  of  the  said  term  or  other  termination  of 
these  presents  (be  it  by  the  death  of  one  of  the  said  parties 
or  otherwise,)  they,  the  said  eo -partners,  each  to  the  other, 
or,  in  the  case  of  the  death  of  either  of  them,  the  surviving 
party  to  the  executors  or  administrators  of  the  party  deceased, 
shall  and  will  make  a  true  and  final  account  of  all  things  as 
aforesaid,   and   in   all   things   well   and   truly   adjust   the   same. 

IN  WITNESS  WHEREOF,  the  said  parties  to  these  presents 
have   hereunto   set  their  hands   and   seals,   the   day   and   year 
first  above  written. 
Signed,  sealed  and  delivered  in  the 
presence  of  us. 


(Seal) 
(Seal) 
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At  times  partnerships  will  admit  limited  partners.  The 
Limited  Partnership  Law  of  New  York  prescribes  defi- 
nitely the  requirements  for  forming  such  a  partnership  in 
that  state.  The  partnership  agreement  must  be  drawn  up 
in  accordance  with  the  specific  provisions  of  the  law  and 
filed  with  the  proper  officials.  The  names  of  the  limited 
partners  are  set  forth  in  the  agreement,  as  well  as  the 
extent  of  their  connection  with  the  partnership.  Their 
names,  however,  need  not  appear  in  the  official  name  of  the 
partnership,  nor  are  limited  partners  entitled  to  demand 
a  voice  in  the  management  of  the  business.  Therefore, 
such  limited  or  special  partners  are  sometimes  referred  to 
as  "silent"  partners. 

Since  limited  partnerships  are  the  creations  of  the  sep- 
arate states,  they  are  considered  limited  partnerships  only 
within  the  boundaries  of  the  state  in  which  they  have  been 
organized.  Beyond  the  state  boundaries,  they  are  regarded 
as  general  partnerships  and  even  limited  partners  will 
there  be  held  liable  to  creditors.  If  a  limited  partnership 
wants  to  transact  business  as  such  in  another  state,  it 
should  therefore  first  file  a  partnership  certificate  in  that 
state  in  compliance  with  its  statutes.  When  a  partnership 
has  been  formed,  the  same  precautions  should  be  taken  in 
obtaining  possession  of  a  business  property  and  in  ful- 
filling the  various  legal  requirements  for  conducting  a 
business  as  in  the  case  of  the  individual  proprietorship. 

Choice  of  the  State  in  Which  to  Incorporate 

Because  of  the  relative  importance  of  the  business  cor- 
poration in  the  United  States  to-day,  the  organization  and 
financial  management  of  this  type  of  business  unit  will  be 
analj'zed  in  detail.  How  does  a  business  corporation  come 
into  existence?  When  prospective  enterprisers  or  estab- 
lished business  units,  in  the  form  of  either  single  propri- 
etorships or  partnerships,  decide  to  form  a  corporation, 
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the  first  problem  is  the  choice  of  the  state  in  which  to  in- 
cori^orate.  If  the  laws  governing  the  forming  of  corpora- 
tions in  different  states  were  the  same,  it  would  be  a  rel- 
atively easy  matter  to  decide  where  to  incorporate.  The 
incorporators,  that  is,  those  who  are  organizing  the  cor- 
poration, would  ordinarily  select  that  state  in  which  they 
expected  to  transact  their  business.  But  corporation  laws 
of  the  different  states  differ  in  a  number  of  respects. 

In  the  first  place,  there  is  no  uniformity  in  state  corpo- 
ration laws  as  to  the  amount  of  capital  funds  that  may  be 
authorized.  Some  states  have  a  minimum  and  maximum 
requirement,  others  have  not.  Second,  there  is  a  difference 
in  state  laws  as  to  the  purpose  for  which  the  corporation 
may  be  formed.  Some  states  permit  the  formation  of 
corporations  for  a  variety  of  purposes,  others  limit  the 
formation  to  one  specific  purpose.  Third,  there  are 
marked  differences  in  the  initial  costs  of  forming  corpora- 
tions in  different  states.  Fourth,  the  rates  of  state  taxes 
on  corporations  differ  in  different  states.  Fifth,  there  is 
no  uniformity  in  the  state  corporation  laws  regarding 
residence  of  incorporators  and  directors.  Sixth,  different 
state  laws  contain  different  provisions  as  to  qualifications 
of  the  directors,  some  states  providing  that  the  directors 
must  be  stockholders,  while  others  have  no  such  provision. 
Seventh,  there  is  no  uniformity  in  the  state  corporation 
laws  as  to  filing  annual  financial  reports  or  statements 
with  public  officials.  Eighth,  there  is  no  uniformity  as  to 
the  types  of  securities  that  may  be  issued.  Finally,  there 
are  decided  differences  in  the  laws  of  the  different  states 
as  to  the  technical  formalities  incidental  to  obtaining  a 
certificate  of  incorporation.  Some  states,  for  example,  re- 
quire advance  public  notice  of  intention  to  apply  for  a 
corporate  charter,  others  do  not. 

Because  of  these  differences  in  the  corporation  laws 
of   different   states,   it    is   no   easy   matter    to    select    the 
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"best  state  in  which  to  incorporate.  In  general,  it  is  a  safe 
rule  to  incorporate  in  the  state  in  which  the  business  is 
to  be  transacted.  This  may  involve  greater  initial 
costs  and  higher  taxes,  but  the  advantages  derived  from 
incorporating  in  one's  home  state  may  more  than  offset 
these  greater  costs.  This  is  particularly  true  if  one  hap- 
pens to  locate  in  a  state  where  the  corporation  laws  are 
stringent.  The  confidence  of  the  investing  public  may  be 
secured  by  incorporating  in  the  home  state,  rather  than  in 
a  state  where  the  corporation  laws  are  lenient.  As  a 
result,  securities  may  be  sold  more  readily  than  would 
otherwise  be  the  case.  Furthermore,  the  credit  rating  of 
domestic  corporations,  formed  under  stringent  corporation 
laws,  will  tend  to  be  higher  than  the  rating  of  similar 
foreign  corporations,  formed  under  lenient  state  laws.  In 
consequence,  the  domestic  corporation  may  be  able  to  obtain 
funds  for  the  conduct  of  its  business  on  more  advantageous 
terms,  and  the  savings,  thus  realized,  may  offset  the  rel- 
atively higher  initial  costs  and  higher  taxes. 

But  not  all  corporations  formed  to-day  are  in  a  posi- 
tion to  incur  a  relatively  large  initial  expense.  This  is 
particularly  true  of  business  ventures  with  uncertain  pros- 
pects of  profits.  They  will  usually  be  formed  under  the 
laws  of  that  state  which  offers  the  most  liberal  induce- 
ments, the  lowest  costs  of  incorporation,  and  the  least 
possible  amount  of  governmental  interference  with  the  ac- 
tivities of  the  corporation  after  its  formation.  It  is  custom- 
ary for  such  companies  to  select  that  state  for  incorpo- 
ration which  gives  them  the  greatest  privileges,  no  matter 
how  far  that  state  may  be  located  from  the  place  in  which 
they  expect  to  transact  business. 

The  prospective  investor  should  scrutinize  with  care  the 
securities  of  corporations  which  transact  business  in  one 
state  and  are  incorporated  under  the  laws  of  another  state. 
The  corporation  laws  of  Delaware  and  of  Maine,  for  exam- 
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pie,  are  known  to  be  very  lenient  and,  as  a  result,  attract  a 
large  number  of  enterprises  every  year  from  all  over  the 
United  States.  The  corporation  laws  of  Pennsylvania  and 
New  York,  on  the  other  hand,  are  rather  stringent. 

Foreign  Corporations 

Corporations  which  transact  business  in  one  state  but 
■which  are  incorporated  under  the  laws  of  another  state 
are  known  as  foreign  corporations.  Such  foreign  corpo- 
rations are  now  permitted  by  local  laws  to  transact  busi- 
ness in  every  state  of  the  Union.  They  must,  however, 
submit  to  the  same  regulations  as  those  pertaining  to 
domestic  corporations  and  in  some  cases  to  special  regula- 
tions. They  must  pay  a  license  fee  and  submit  reports  to 
state  authorities  for  purposes  of  taxation.  But  if  they 
conform  to  the  regulations  of  the  state,  they  enjoy  the 
same  freedom  as  a  domestic  corporation. 

In  some  cases,  however,  even  the  most  liberal  states  re- 
quire certain  kinds  of  business  to  be  carried  on  by  domestic 
corporations.  New  Jersey,  for  example,  requires  that  cor- 
porations with  the  proper  conduct  of  whose  business  the 
public  at  large  and  not  a  limited  number  of  customers  are 
concerned,  shall  be  incorporated  under  the  laws  of  the 
state.  This  includes  railroads,  gas  and  electric  companies, 
telephone  and  telegraph  companies,  and  banking  institu- 
tions. But  trading,  mining,  manufacturing,  lumber,  and 
agricultural  enterprises  may  be  organized  as  foreign  cor- 
porations. 

Procedure  in  Obtaining  a  Corporate  Charter 

Although  there  are  decided  differences  in  the  formalities 
and  legal  requirements  connected  with  obtaining  a  cor- 
porate charter  in  different  states,  the  method  of  procedure 
is  practically  the  same  in  all  states.  Since  the  corporation 
laws  of  the  state  of  Pennsylvania  are  fairly  stringent,  the 
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method  of  procedure  in  this  state  will  be  employed  by 
way  of  illustration. 

The  act  of  the  Pennsylvania  legislature,  dated  April 
29,  1874,  with  numerous  supplements,  require  that  at  least 
three  persons  join  in  making  the  application  for  the  cer- 
tificate of  incorporation.  These  persons  are  known  as  the 
incorporators.  One-third  of  the  incorporators  must  be 
citizens  of  the  state  of  Pennsylvania. 

The  incorporators,  usually  with  the  assistance  of  an 
attorney',  proceed  to  draw  up  their  application  for  the 
charter,  setting  forth  the  following  specific  items. 

Provisions  of  the  Charter  Analyzed 

1.  The  Name  of  the  Proposed  Corporation. — This  name 
should  not  be  the  same  as  that  of  any  other  Pennsylvania 
company  in  a  similar  line  of  business,  nor  should  it  be 
similar  to  the  name  of  a  company  in  another  state  where 
the  proposed  Pennsjdvania  company  expects  to  conduct 
business.  This  legal  provision  is  intended  to  protect  estab- 
lished concerns  who  have  gained  a  trade  reputation  among 
their  customers,  which  is  a  valuable  business  asset.  Such 
trade  reputation  is  commonly  spoken  of  as  good  will,  and 
may  be  reflected  either  in  the  name  of  a  product,  such  as 
Spearmint,  Djer  Kiss,  Gold  Dust,  or  in  the  name  of  the 
founder  of  the  business  such  as  Eastman,  Gillette,  Water- 
man, Ford,  Colgate.  Wherever  a  corporation  has  estab- 
lished good  will,  which  is  symbolized  by  its  trade  or  firm 
name,  it  would  be  manifestl}^  unfair  to  permit  a  new  cor- 
poration to  adopt  a  similar  name  for  a  similar  line  of 
business. 

2.  The  Purpose  for  Which  the  Corporation  Is  Being 
Formed. — The  corporation  laws  of  the  state  of  Pennsyl- 
vania permit  the  formation  of  business  corporations  for 
only  one  specific  purpose  or  one  particular  line  of  business. 
As  a  rule,  the  purpose  as  set  forth  in  the  application  for 
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a  charter  is  made  sufficiently  broad  to  allow  business  activ- 
ities which  may  be  shown  to  be  incidental  to  carrying  out 
the  purpose  for  which  the  business  has  been  organized. 
Thus,  for  example,  a  corporation  formed  to  manufacture 
automobiles  may  legally  engage  in  the  manufacture  and 
sale  of  automobile  accessories  which  are  essential  to  the 
possible  sale  of  its  product,  automobiles.  A  corporation 
chartered  for  the  purpose  of  providing  a  community  with 
electric  current  may  engage  in  the  manufacture  and  sale 
of  electric  fixtures  and  appliances  without  which  it  could 
not  furnish  electric  current  to  its  customers. 

The  corporation  laws  of  Delaware  and  of  many  other 
states  are  not  as  stringent  as  the  laws  of  Pennsylvania 
in  allowing  the  formation  of  business  corporations  for  but 
one  purpose.  Many  states  permit  the  formation  of  corpo- 
rations for  any  number  of  lawful  purposes. 

3.  The  Place  of  Business. — The  application  must  set 
forth  the  name  of  the  place  where  the  principal  office 
is  to  be  located.  Where  a  corporation  proposes  to  have 
a  number  of  offices,  possibly  in  different  states,  the  main 
or  home  office  must  be  designated  in  the  charter,  and  for 
a  Pennsylvania  corporation  this  office  must  be  in  the  state 
of  Pennsylvania. 

4.  The  Life  of  the  Corporation. — The  period  of  time 
during  which  the  corporation  is  to  exist  must  be  stated  in 
the  application  for  a  charter.  Not  all  corporations  are 
formed  in  perpetuity.  At  times  the  corporate  purpose 
can  be  achieved  over  a  relatively  short  period  of  time.  In 
consequence  there  is  no  need  for  continuing  the  corporate 
existence  beyond  a  certain  time.  This  is  true,  for  example, 
of  corporations  formed  to  exploit  certain  timber  lands. 
"When  all  the  timber  has  been  cut  and  sold,  the  purpose  for 
which  the  corporation  was  formed  will  have  been  fulfilled. 
So,  also,  real  estate  development  companies  usuallj-  incor- 
porate for  a  short  period,  with  a  view  to  buying  and  im- 
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proving  certain  tracts  of  land.  At  tlie  end  of  the  time 
named  in  the  certificate  of  incorporation,  they  expect  to 
have  completed  their  project  and  sold  their  land.  The 
corporate  purpose  being  accomplished,  there  is  no  need  for 
continuing  the  corporate  existence. 

Mercantile  establishments,  railroads,  public  service  en- 
terprises, such  as  electric  companies,  gas  companies,  and 
street  railway  companies,  as  a  rule  obtain  perpetual  char- 
ters. These  industries  are  intended  to  continue  in  business 
indefinitely.  Their  application  for  a  charter  will  there- 
fore specify  perpetual  succession. 

5.  Names  and  Residences  of  the  Subscribers  to  Capital 
Stock. — The  names  and  addresses  of  subscribers  to  the 
initial  capital  stock  of  the  proposed  corporation  must  be 
stated  in  the  application  for  the  charter.  Furthermore, 
the  number  of  shares  to  which  each  one  has  subscribed 
must  be  set  forth.  The  subscribers  to  the  capital  stock 
of  a  corporation  have  entered  into  a  definite  agreement 
with  the  organizers  of  the  corporation.  This  agree- 
ment is  binding  on  the  subscribers  unless  it  can  be  shown 
that  the  organizers  have  misrepresented  the  facts  concern- 
ing the  proposed  corporation,  in  order  to  obtain  subscrip- 
tions. 

The  subscription  agreement  is  an  instrument  which  sets 
forth  the  name  of  the  subscriber,  together  with  the  amount 
and  kind  of  stock  which  he  has  agreed  to  purchase  at  a 
specified  price.  It  also  specifies  the  manner  in  which  pay- 
ments for  stock  are  to  be  made. 

6-  The  Number  of  Directors. — The  application  must 
state  the  names  and  residences  of  the  directors  of  the 
proposed  corporation  together  with  the  number  of  direct- 
ors to  be  selected  and  the  manner  in  which  they  are  to  be 
chosen  the  first  year.  As  a  rule,  the  organizers  of  a  cor- 
poration become  the  directors  of  the  new  corporation  for 
the  first  business  year.     The  Pennsylvania  corporation  law 
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provides  for  a  minimum  of  at  least  three  directors.  These 
directors  need  not  necessarily  be  stockholders.  One-third 
of  the  directors  of  a  Pennsylvania  corporation  must  be 
residents  of  the  state. 

7.  The  Authorized  Capital  Stock. — The  application  for 
the  charter  must  set  forth  the  amount  of  capital  stock  to 
be  authorized.  Furthermore,  it  must  specify  the  number 
of  shares  of  stock,  and,  if  a  value  is  placed  on  each  share, 
this  so-called  par  value  must  also  be  stated. 

In  recent  years,  the  practice  of  issuing  stock  without 
par  value  has  been  widely  resorted  to  by  many  business 
corporations.  Since  shares  of  stock  entitle  their  owner  to 
a  proportionate  share  of  the  earnings  of  the  business, 
when  such  earnings  are  available  for  distribution,  the  par 
value  of  corporate  stocks  is  meaningless.  The  stock  value 
will  not  be  determined  by  the  dollar  mark  engraved  on 
the  certificate,  but  by  the  earnings  accruing  to  the  owners 
of  these  stock  certificates.  New  corporations  to-day  usually 
issue  no  par  value  stock.  The  corporation  laws  of  the 
state  of  Pennsylvania  authorize  the  issuance  of  no  par 
value  common  and  preferred  stock.  A  nominal  consider- 
ation must,  however,  be  given  for  no  par  value  stock,  in 
order  to  make  it  fully  paid.  The  distinction  between 
different  classes  of  stock  will  be  explained  subsequently. 

<S.  Certification  of  Paid-in  Capital. — Finally,  the  cor- 
poration laws  of  the  state  of  Pennsylvania  provide  that  at 
least  10  per  cent  of  the  proposed  capital  stock  has  been 
paid  for  in  cash  to  the  treasurer  of  the  proposed  corpora- 
tion. This  provision  is  included  to  give  assurance  that  the 
corporation  is  being  formed  for  an  honest  purpose. 

Filing  Application  and  Giving  Notice 

The  application  having  been  duly  drawn  up,  sworn  to, 
and  acknowledged,  is  then  sent  to  the  secretarj^  of  the 
Commonwealth    in    Harrisburg,    together    with    certified 
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checks  for  the  bonus  charge  and  for  the  letters  patent  fee. 
The  former  check  is  drawn  to  the  order  of  the  state 
treasurer  and  the  latter  to  the  order  of  the  secretary  of 
the  Commonwealth.  The  first  check  is  for  an  amount  equal 
to  one-third  of  one  per  cent  of  the  stated  or  authorized 
capital.  If,  for  example,  the  application  asks  for  author- 
ization of  $1,000,000  in  capital  stock,  the  bonus  w^ould 
amount  to  $3,333.34.  If  the  shares  of  stock  to  be  issued 
have  no  par  value,  the  bonus  is  computed  on  an  assumed 
value  of  $100  per  share.  The  check  for  letters-patent 
fee  of  the  business  corporation  is  thirty  dollars  regardless 
of  the  size  of  the  corporation  to  be  formed. 

Notice  of  the  intention  to  apply  for  a  charter  must  have 
appeared  in  two  newspapers  of  general  circulation  in  the 
county  where  the  home  office  of  the  corporation  is  to  be 
located,  once  a  week  for  three  weeks  prior  to  date  of  mak- 
ing formal  application.  This  notice  contains  the  names 
of  at  least  three  of  the  incorporators  together  with  the 
time  when  the  application  for  the  charter  is  to  be  filed. 
Furthermore,  it  states  the  general  corporation  law  under 
which  the  company  is  to  be  formed  and  the  purpose  of  the 
proposed  corporation.  The  following  notice,  for  example, 
is  typical  of  the  inserts  appearing  from  time  to  time  in 
the  legal  advertisement  column  of  newspapers.  "Notice  is 
hereby  given  that  an  application  will  be  made  to  the  gov- 
ernor of  the  Commonwealth  of  Pennsylvania  on  Monday, 
June  29th,  1925,  by  C.  A.  McClure,  C.  Schubert,  and 
M.  H.  Parkinson,  under  the  Act  of  Assembly  of  the  Com- 
monwealth of  Pennsylvania,  entitled  an  'Act  to  provide 
for  the  incorporation  and  regulation  of  certain  corpora- 
tions; approved  April  29,  1874,  and  the  supplements 
thereto,'  for  the  charter  of  an  intended  corporation  to  be 
called  'Broad  Top  City  Light  and  Power  Company,'  the 
character  and  object  of  which  is  to  supply  light,  heat,  and 
power,  or  any  of  them,  by  electricity  to  the  public  in  the 
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Borough  of  Broad  Top  City,  County  of  Huntingdon,  State 
of  Pennsylvania,  and  to  such  persons,  partnerships,  or 
corporations  residing  therein  or  adjacent  thereto  as  may 
desire  the  same  and  for  these  purposes  to  have  and  possess 
and  enjoy  the  rights,  benefits  and  privileges  of  the  said 
Act  of  Assembly  and  its  supplements."  Copies  of  these 
notices,  clipped  from  the  newspapers  in  which  they  w'ere 
published,  must  be  sent  to  the  secretary  of  the  Common- 
wealth. 

Granting"  of  the  Chaii^r 

After  the  application  has  been  filed  with  the  secretary  of 
the  Commonwealth  and  is  found  to  be  in  proper  form,  the 
governor  of  the  state  approves  and  signs  it  and  orders  the 
letters  patent  to  be  issued.  The  letters  patent,  signed  by 
the  governor,  is  a  document  setting  forth  the  fact  that  the 
associates  are  incorporated  under  the  name  stated  in  the 
charter.  This  document  together  with  the  certificate  of 
incorporation  is  sent  to  the  incorporators  and  becomes  the 
property  of  the  corporation.  The  certificate  has  been  duly 
recorded  in  the  office  of  the  secretary  of  the  Commonwealth 
and  the  incorporators  should  also  have  it  recorded  in  the 
office  of  the  recorder  of  deeds  for  the  county  where  the 
corporation  has  its  principal  business  office. 

Organization  Meeting 

After  the  incorporators  have  received  the  letters  patent, 
and  a  copy  of  the  charter,  they  proceed  to  call  a  meeting 
of  the  incorporators  and  of  the  subscribers  to  the  initial 
capital  stock.  A  chairman  and  a  secretary  are  elected  and 
the  certificate  of  incorporation  and  letters  patent  are  for- 
mally accepted  and  ordered  to  be  recorded  in  the  minutes 
of  the  corporation.  The  certificate  of  incorporation  usu- 
ally contains  the  names  of  the  directors  of  the  corporation 
for  the  first  year,  but  new  directors  may  be  chosen  at  the 
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incorporators'  meeting.  The  incorporators  and  directors 
may  elect  the  executive  officers,  such  as  president,  vice 
president,  secretary  and  treasurer,  but  usually  these  offi- 
cers are  chosen  by  the  directors. 

Next,  the  by-laws  or  rules  and  regulations  which  are 
intended  to  regulate  the  internal  relationships  and  activi- 
ties in  a  corporation  are  adopted.  The  by-laws  set  forth 
the  duties,  rights,  and  powers  of  the  executives,  directors, 
and  stockholders  of  the  corporation.  The  following  is  a 
typical  set  of  corporation  by-laws. 

BY-LAWS 

DELAWARE    CORPORATION 


OFFICES 

1.  The  principal  office  shall  be  in  the  City  of  Wilmington, 
County  of  New  Castle,  State  of  Delaware,  and  the  name  of 
the  resident  agent  in  charge  thereof  is  the  Corporation  Trust 
Company  of  America. 

The  corporation  may  also  have  an  office  in  the  City  of 
Philadelphia,  State  of  Pennsylvania  and  also  offices  at  such 
other  places  as  the  board  of  directors  may  from  time  to  time 
appoint  or  the  business  of  the  eori^oration  may  require. 

SEAL 

2.  The  corporate  seal  shall  have  inscribed  thereon  the  name 
of  the  corporation,  the  year  of  its  organization  and  the  words 
"Corporate  Seal,  Delaware." 

STOCKHOLDERS'  MEETINGS 

3.  All  meetings  of  the  stockholders  shall  be  held  at  the 
office  of  the  corporation  in  the  City  of  Philadelphia,  the  State 
of  Pennsylvania. 

4.  An  annual  meeting  of  stockholders,  after  the  year  1925, 
shall  be  held  on  the  fifteenth  day  of  April  in  each  year  if  not 
a  legal  holiday,  and  if  a  legal  holiday,  then  on  the  next  secu- 
lar day  following,  at  2  o'clock  p.  M.,  when  they  shall  elect  by 
a  plurality  vote,  by  ballot,  a  board  of  directors,  and  transact 
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sucli  other  business   as   may  properly  be  brought  before   the 
meetings. 

5.  The  holders  of  a  majority  of  the  stock  issued  and  out- 
standing, and  entitled  to  vote  thereat,  present  in  person,  or 
rei^resented  by  proxy,  shall  be  requisite  and  shall  constitute 
a  quorum  at  all  meetings  of  the  stockholders  for  the  transac- 
tion of  business  except  as  otherwise  provided  by  law,  by  the 
certificate  of  incorporation  or  by  these  by-laws.  If,  however, 
such  majority  shall  not  be  present  or  represented  at  any  meet- 
ing of  the  stockholders,  the  stockholders  entitled  to  vote 
thereat,  present  in  person,  or  by  proxy,  shall  have  power  to 
adjourn  the  meeting  from  time  to  time,  without  notice  other 
than  announcement  at  the  meeting,  until  the  requisite  amount 
of  voting  stock  shall  be  present.  At  such  adjourned  meeting 
at  which  the  requisite  amount  of  voting  stock  shall  be  repre- 
sented any  business  may  be  transacted  which  might  have  been 
transacted  at  the  meeting  as  originally  notified. 

6.  Written  notice  of  the  annual  meeting  shall  be  mailed 
to  each  stockholder  entitled  to  vote  thereat  at  such  address 
as  appears  on  the  stock  book  of  the  corporation,  at  least  fif- 
teen days  prior  to  the  meeting. 

7.  Written  notice  of  a  special  meeting  of  stockholders, 
called  by  the  president  stating  the  time  and  place  and  object 
thereof  shall  be  mailed,  postage  prepaid,  at  least  fifteen  days 
before  such  meeting,  to  each  stockholder  entitled  to  vote 
thereat  at  such  address  as  appears  on  the  books  of  the  cor- 
poration. 

DIRECTORS 

8.  The  property  and  business  of  this  corporation  shall  be 
managed  by  its  board  of  directors,  five  in  number.  They  shall 
be  elected  at  the  annual  meeting  of  the  stockholders,  and  each 
director  shall  be  elected  to  serve  until  his  successor  shall  be 
elected  and  shall  qualify. 

COMPENSATION  OF  DIRECTORS 

9.  Directors,  as  such,  shall  not  receive  any  stated  salary 
for  their  services,  but  by  resolution  of  the  board,  a  fixed  sum 
and  expenses  of  attendance,  if  any,  may  be  allowed  for  attend- 
ance at  each  regular  or  special  meeting  of  the  board;  PRO- 
VIDED, that  nothing  herein  contained  shall  be  construed  to 
preclude   any   director   from   serving   the   corporation   in    any 
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other  capacity  and  receiving  compensation  for  the  services  thus 
rendered. 

MEETINGS  OF  THE  BOARD 

10.  The  newly  elected  board  may  meet  at  such  place  and 
time  as  shall  be  fixed  by  the  vote  of  the  stockholders  at  the 
annual  meeting,  for  the  purpose  of  organization  or  otherwise, 
and  no  notice  of  such  meeting  shall  be  necessary  to  the  newly 
elected  directors  in  order  legally  to  constitute  the  meeting; 
PROVIDED,  a  majority  of  the  whole  board  shall  be  present; 
or  they  may  meet  at  such  place  and  time  as  shall  be  fixed  by 
the  consent  in  writing  of  all  the  directors. 

11.  At  all  meetings  of  the  board  a  majority  of  the  directors 
shall  be  necessary  and  sufficient  to  constitute  a  quorum  for 
the  transaction  of  business. 

OFFICERS 

12.  The  officers  of  the  corporation  shall  be  chosen  by  the 
directors  and  shall  be  a  president,  vice  president,  secretary  and 
treasurer. 

13.  The  board  of  directors,  at  its  first  meeting  after  each 
annual  meeting  of  stockholders,  shall  choose  a  president  and 
vice  president  from  their  own  number,  and  a  secretary  and  a 
treasurer  who  need  not  be  members  of  the  board. 

14.  The  salaries  of  all  officers  and  agents  of  the  corpora- 
tion shall  be  fixed  by  the  board  of  directors. 

15.  The  officers  of  the  corporation  shall  hold  office  until 
their  successors  are  chosen  and  qualify  in  their  stead.  Any 
officer  elected  or  appointed  by  the  board  of  directors  may  be 
removed  at  any  time  by  the  affirmative  vote  of  a  majority  of 
the  whole  board  of  directors. 

THE  PRESIDENT 

16.  (a)  The  president  shall  be  the  chief  executive  officer 
of  the  corporation;  he  shall  preside  at  all  meetings  of  the 
stockholders  and  directors;  he  shall  have  general  and  active 
management  of  the  business  of  the  corporation,  and  shall  see 
that  all  orders  and  resolutions  of  the  board  are  carried  into 
effect. 

(b)  He  shall  execute  bonds,  mortgages  and  other  contracts 
requiring  a  seal,  under  the  seal  of  the  corporation;  shall  keep 
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in  safe  custody  the  seal  of  the  corporation,  and  when  author- 
ized by  the  board,  affix  the  same  to  any  instrument  requiring 
it,  and  when  so  affixed  it  shall  be  attested  by  the  signature  of 
the  secretary  or  the  treasurer. 

(c)  He  shall  be  EX  OFFICIO  a  member  of  all  standing 
committees,  and  shall  have  the  general  powers  and  duties  of 
supervision  and  management  usually  vested  in  the  office  of 
president  of  a  corporation. 

THE  VICE  PRESIDENT 

17.  The  vice  president  shall,  in  the  absence  or  disability  of 
the  president,  perform  the  duties  and  exercise  the  powers  of 
the  president,  and  shall  perform  such  other  duties  as  the 
board  of  directors  shall  prescribe. 

THE  SECRETARY 

18.  The  secretary  shall  attend  all  sessions  of  the  board 
and  all  meetings  of  the  stockholders  and  record  all  votes  and 
the  minutes  of  all  proceedings  in  a  book  to  be  kept  for  that 
purpose;  and  shall  perform  like  duties  for  the  standing  com- 
mittees when  required.  He  shall  give,  or  cause  to  be  given, 
notice  of  all  meetings  of  the  stockholders  and  of  the  board 
of  directors,  and  shall  perform  such  other  duties  as  may  be 
prescribed  by  the  board  of  directors  or  president,  under  whose 
supervision  he  shall  be.  He  shall  be  sworn  to  the  faithful 
discharge  of  his  duty. 

THE  TREASURER 

19.  (a)  The  treasurer  shall  have  the  custody  of  the  cor- 
porate funds  and  securities  and  shall  keep  full  and  accurate 
accounts  of  receij^ts  and  disbursements  in  books  belonging  to 
the  corporation  and  shall  deposit  all  moneys,  and  other  valu- 
able effects  in  the  name  and  to  the  credit  of  the  corporation, 
in  such  depositories  as  may  be  designated  by  the  board  of 
directors. 

(6)  He  shall  disburse  the  funds  of  the  corporation  as  may 
be  ordered  by  the  board,  taking  proper  vouchers  for  such  dis- 
bursements, and  shall  render  to  the  president  and  directors,  at 
the  regular  meetings  of  the  board,  or  whenever  they  may  re- 
quire it,  an  account  of  all  his  transactions  as  treasurer  and  of 
the  financial  condition  of  the  corporation. 
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(c)  He  shall  give  the  corporation  a  bond  if  required  by  the 
board  of  directors  in  a  sum,  and  "with  one  or  more  sureties 
satisfactory  to  the  board,  for  the  faithful  performance  of  the 
duties  of  his  office,  and  for  the  restoration  to  the  corporation, 
in  case  of  his  death,  resignation,  retirement  or  removal  from 
office,  of  all  books,  papers,  vouchers,  money  and  other  prop- 
erty of  "whatever  kind  in  his  possession  or  under  his  control 
belonging  to  the  corporation. 

These  provisions  may  be  followed  by  clauses  pertaining 
to  filling  of  vacancies,  adoption  of  stock  certificates,  trans- 
fer of  stock,  date  of  closing  of  transfer  books,  lost  stock 
certificates,  inspection  of  books,  dividends,  annual  state- 
ments, and  amendments  to  the  by-laws. 

Having  adopted  the  b3'-laws,  the  meeting  will  authorize 
the  issuance  of  stock,  and  select  a  bank  or  trust  company 
as  depository  for  the  corporate  funds. 

This  method  of  procedure  in  forming  a  business  corpora- 
tion is  practically  the  same  in  all  the  states,  although,  as 
was  previously  noted,  certain  states  require  more  formal- 
ities prior  to  granting  a  charter  than  do  others.  "Whereas, 
for  example,  formal  notice  prior  to  filing  the  application 
for  a  charter  is  required  in  Pennsylvania,  no  such  notice 
is  necessary  in  Delaware. 

Public  Responsibility  of  the  Business  Corporation 

The  business  corporation  is  organized  along  democratic 
lines.  Its  responsible  leaders,  the  directors,  are  chosen  by 
the  people  who  have  a  primary  interest  in  the  organiza- 
tion, namely  the  stockholders.  Directors  are  responsible 
to  the  stockholders,  from  whom  they  receive  their  power. 
They  manage  the  affairs  of  the  corporation  primarily  in 
the  interest  and  for  the  benefit  of  the  stockholders.  But 
in  performing  this  duty  they  frequently  lose  sight  of  the 
fact  that  they  cannot  adequately  perform  this  function  if 
they  sacrifice  public  interest  in  order  to  benefit  the  stock- 
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holders.  Corporations  are  public  creations,  the  creatures 
of  law,  and,  as  such,  ultimately  derive  their  power  from 
the  will  of  the  people.  If,  therefore,  corporate  power  is 
either  abused  or  employed  to  the  detriment  of  the  general 
public,  it  will  sooner  or  later  invite  the  antagonism  rather 
than  the  support  of  the  state.  Directors  should,  therefore, 
bear  in  mind  that  although  their  main  obligation  is  to  the 
stockholders  who  elect  them,  they  can  best  fulfill  this  obli- 
gation by  winning  the  favor  and  not  the  resentment  of 
the  public  at  large.  Even  as  in  a  political  democracy 
such  as  ours,  the  chosen  leaders  are  intended  to  represent 
the  people  first,  and,  in  doing  so,  best  serve  their  political 
party,  so  also  in  a  corporation.  Those  directors  who  will 
adopt  a  policy  intended  to  give  the  best  possible  service 
to  the  public  at  lowest  costs,  and  thereby  create  good  will 
which  can  eventually  be  capitalized  into  profits  for  the 
stockholders,  are  the  best  representatives  of  the  stock- 
holders. 

The  executives  of  a  business  corporation  are  responsible 
to  the  directors.  It  is  their  duty  to  see  that  the  general 
business  policies  adopted  by  the  directors  are  properly 
carried  out.  These  business  policies,  in  turn,  must  be  in 
accordance  with  the  specific  powers  vested  in  the  cor- 
poration by  the  laws  of  the  state  in  which  a  concern  is 
incorporated. 

The  organization  of  the  business  corporation  may  be 
graphically  illustrated  by  the  following  diagram. 
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Summary 

Individual  enterprises  and  partnerships  are  started  with 
few  formalities.  The  prospective  enterpriser  should  not 
fail  to  get  full  possession  of  the  business  property  he  ex- 
pects to  utilize.  He  should,  moreover,  comply  with  the 
legal  provisions  pertaining  to  licensing,  sanitation,  and  in- 
spection. The  partnership  agreement  sets  forth  the  names 
of  the  partners,  the  nature  of  the  business,  the  contribu- 
tions of  the  partners  and  the  distribution  of  profits  and 
losses.  Limited  partnerships  are  formed  under  specific 
state  laws. 

Caution  should  be  exercised  in  choosing  a  state  in  which 
to  incorporate  because  of  the  differences  in  the  corporation 
laws  of  different  states.  These  differences  pertain  to  au- 
thorized capital,  purpose  of  the  corporation,  initial  costs, 
corporate  taxes,  status  and  residence  of  directors,  filing  of 
annual  reports  and  nature  of  securities.  As  a  rule  it  is  a 
wise  policy  to  incorporate  in  the  state  in  which  the  business 
is  to  be  transacted  primarily,  but  ordinarily  new  corpora- 
tions are  chartered  under  the  laws  of  the  state  which  afford 
them  the  greatest  privileges.  Foreign  corporations  are 
those  which  are  incorporated  in  one  state  and  transact 
some  or  all  of  their  business  in  other  states.  In  order  to 
obtain  a  corporate  charter  in  the  state  of  Pennsylvania 
the  application  must  state  (1)  the  name  of  the  corpora- 
tion; (2)  the  purpose  for  which  the  corporation  is  to  be 
formed;  (3)  the  main  place  of  business;  (4)  the  lifetime 
of  the  corporation;  (5)  the  names  and  residences  of  the 
subscribers  to  the  capital  stock;  (6)  the  number  of  di- 
rectors; (7)  the  authorized  capital  stock;  and  (8)  the 
certification  of  paid  in  capital.  The  application  is  filed 
with  the  secretary  of  the  Commonwealth  after  three  weekg 
public  notice  of  intention  to  make  application  for  the 
charter.     With  the  governor's  approval  the  certificate  of 
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incorporation  is  granted.  Thereupon  the  organization 
meeting  is  held,  officers  are  elected  and  the  by-laws  are 
drawn  up.  The  modern  business  corporation  is  organized 
along  democratic  lines.  The  stockholders  elect  their  rep- 
resentatives, the  directors,  who  in  turn  usually  appoint 
the  officers  and  executives  of  the  corporation. 

Guide  Questions 

1.  What  formalities  are  necessary  to  start  an  individual 
industrial  enterprise? 

2.  What  is  the  nature  of  a  partnership  agreement? 

3.  Give  the  main  provisions  of  a  partnership  agreement. 

4.  What  is  meant  by  a  limited  partnership? 

5.  How  does  a  business  corporation  come  into  existence? 

6.  Why  is  the  choice  of  a  state  in  which  to  incorporate 
a  matter  of  concern  to  the  organizers  of  a  corporation? 

7.  Enumerate  the  chief  differences  in  the  corporation  laws 
of  the  separate  states. 

8.  Why  is  it  generally  advisable  to  incorporate  in  one's 
home  state? 

9.  What  motives  usually  prompt  organizers  of  a  corpora- 
tion in  their  choice  of  the  state  in  which  to  incorporate  ? 

10.  What  are  foreign  corporations?  Under  what  conditions 
may  they  conduct  their  business  in  other  states? 

11.  How  would  you  proceed  to  obtain  a  corporate  charter 
under  the  laws  of  the  state  of  Pennsylvania? 

12.  What  are  the  chief  provisions  of  a  corporate  charter? 

13.  Analyze  each  of  these  provisions  with  reference  to  the 
Pennsylvania  General  Corporation  Law. 

14.  After  the  application  for  a  charter  has  been  duly  drawn 
lip,  how  do  you  proceed  to  obtain  the  certificate  of  incorpora- 
tion? 

15.  Who  grants  business  incorporation  certificates? 

16.  "WTiat  are  the  chief  provisions  of  the  bj^-laws  of  a  cor- 
poration ? 

17.  Outline  the  procedure  at  the  organization  meeting  of  a 
corporation. 

18.  Describe  the  nature  of  the  organization  of  a  business 
corporation. 

19.  To  whom  are  directors  of  a  corporation  responsible? 


CHAPTER  y 

MATERIALS  OF  THE  FINANCIAL  PLAN  OF  THE 
BUSD^ESS  CORPORATION— STOCK 

The  Nature  of  Capital  Stock 

The  stock  of  a  corporation  represents  the  ownership  or 
property  interest  in  the  enterprise.  The  o-\vners  of  the 
stock  are  called  the  stockholders.  For  purposes  of  con- 
venience in  distributing  the  stock  among  the  stockholders, 
it  is  divided  into  shares.  A  share  of  stock  represents  a 
proportionate  part  of  the  capital  stock  of  a  corporation 
expressed  in  monetary  terms.  Since  a  share  of  stock  is 
assumed  to  represent  a  capital  investment  or  property 
interest  in  a  business  enterprise  the  terms  "stock"  and 
"capital  stock"  are  used  interchangeably. 

The  Capitalization  of  the  Business  Corporation 

The  expression  "capitalization"  has  a  twofold  meaning. 
In  the  first  place,  it  is  employed  to  designate  the  total 
par  value  of  all  the  securities,  stocks  as  well  as  bonds, 
issued  and  outstanding  at  any  one  time.  On  the  other 
hand,  it  is  used  to  mean  the  total  par  value  of  the  author- 
ized capital  stock  of  a  corporation,  as  set  forth  in  the 
certificate  of  incorporation.  That  these  two  meanings  of 
capitalization  are  not  the  same,  can  be  shown  by  a  simple 
illustration.  Let  us  suppose  a  corporation  has  obtained 
permission  from  the  state  to  issue  capital  stock  to  the 
amount  of  $1,000,000.  Of  this  amount  it  has  actually 
issued  and  outstanding  $100,000,  and  has  issued  no  further 
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securities.  The  remaining  $900,000  of  capital  stock  has 
been  authorized,  but  is  reserved  for  future  issue.  If  we  re- 
present the  capitalization  of  this  corporation  by  the  author- 
ized capital  stock,  it  is  $1,000,000,  but  if  we  consider  it  as 
the  outstanding  securities  at  a  particular  time,  the  capitali- 
zation is  only  $100,000.  In  this  treatise,  we  shall  use  the 
term  capitalization  in  the  latter  sense ;  that  is,  the  total  face 
or  par  value  of  all  the  securities  issued  by  the  corporation 
and  outstanding  at  any  one  time.  If  stock  is  issued  with- 
out par  value,  its  capital  value  will  be  represented  by  a 
certain  number  of  shares,  with  a  valuation  placed  on  it 
by  the  board  of  directors. 

The  Assumed  Value  of  Stock 

The  assumed  monetary  value  of  a  share  of  stock  is 
known  as  its  par  value.  If,  for  example,  the  capital  stock 
of  a  company  is  $100,000,  and  is  divided  into  1,000  shares, 
the  assumed  or  par  value  of  each  share  is  $100.  If  it  is 
divided  into  10,000  shares  the  par  value  of  each  share 
is  $10, 

It  is  not  necessary,  however,  that  this  assumed  or  par 
value  be  stated  on  the  instrument  which  designates  stock 
ownership,  namely,  the  stock  certificate.  It  was  pointed 
out  in  the  preceding  chapter  that  no  par  value  stock  is 
now  being  generally  issued  by  business  corporations.  "When 
no  par  value  stock  is  emploj'ed,  the  capital  stock  is  divided 
into  a  number  of  shares  which  are  offered  to  the  investors 
at  a  definite  price,  fixed  by  the  board  of  directors.  Some 
states  require  a  minimum  price  to  be  placed  on  no  par 
value  stock.  Until  recently  repealed,  the  New  York  Corpo- 
ration law  required,  for  instance,  that  a  minimum  of  five 
dollars  be  paid  for  no  par  value  stock. 

As  pointed  out  before,  there  is  no  necessary  connection 
between  the  par  value  engraved  on  a  stock  certificate  and 
the  actual  value  of  the  shares.     The  value  of  the  shares 
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depends  upon  the  earning  power  of  the  company.  This 
earning  power  does  not  merely  depend  upon  the  funds 
invested  in  the  enterprise,  but  also  upon  the  success- 
ful management  of  the  corporate  property  on  the  part  of 
directors  and  officers  of  the  corporation.  Furthermore,  it 
will  be  affected  by  general  business  conditions  throughout 
the  country,  as  well  as  by  those  conditions  which  concern 
the  industrial  field  in  which  the  company  is  operating. 

Shares  of  no  par  value  stock  serve  as  well  as  the  more 
familiar  type  of  shares.  The  holders  can  receive  dividends 
at  the  rate  of  a  certain  number  of  dollars  per  share  in- 
stead of  a  certain  percentage  on  the  par  value  of  their 
shares.  It  should  make  no  difference  to  the  holder  of  a 
share  of  stock  whether  he  receives  a  dividend  of  seven 
dollars  per  share  annually  or  a  dividend  of  7  per  cent 
on  the  $100  par  value  of  his  share. 

Overcapitalization 

Corporations  have  from  time  to  time  resorted  to  the 
practice  of  issuing  fully  paid  par  value  stock  in  return 
for  less  than  their  par  value  in  cash  or  property.  Not  only 
were  par  value  shares  sold  at  a  discount,  but  they  were  also 
offered  as  a  bonus  to  purchasers  of  corporate  bonds  and,  in 
excessive  amounts,  for  services  and  for  property-.  In  conse- 
quence many  corporations  were  overcapitalized.  Over- 
capitalization was  brought  about  by  issuing  corporate  se- 
curities whose  face  or  par  value  exceeded  the  fair  value  of 
the  corporate  assets.  The  practice  was  sometimes  resorted 
to  in  order  to  conceal  large  corporate  profits.  Such  large 
profits  were  usually  due  to  the  fact  that  corporations  had 
obtained  a  monopoly  control  of  a  product  by  franchise  or 
otherwise  and  could  thus  charge  a  monopoly  price.  Mon- 
opoly consists  of  either  exclusive  or  dominant  control  of 
a  market  primarily  with  a  view  to  regulating  price. 

In  the  field  of  public  utilities,  such  as  street  railway 
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companies,  gas  and  electric  lighting  companies,  and  water 
works,  monopolies  are  almost  inevitable.  This  is  due  to 
the  fact  that  it  is  practically  impossible  to  duplicate  the 
equipment  in  a  certain  locality.  Streets  are  limited  in 
width,  and  several  sets  of  railway  tracks  of  competing 
companies  on  the  same  street  would,  in  most  cases,  be  a 
physical  impossibilty.  The  high  cost  of  duplicating  cer- 
tain types  of  industries  gives  them  a  virtual  monopoly. 

When  a  monopoly  has  such  control  of  product  that  it  can 
regulate  the  price,  it  will  tend  to  charge  that  price  which 
will  yield  the  largest  net  returns. 

When,  however,  this  monopoly  price  was  discovered  to 
yield  a  large  return  on  the  capital  stock  outstanding,  cor- 
porations began  to  fear  possible  governmental  interfer- 
ence and  the  antagonism  of  the  consuming  public.  In 
consequence,  they  frequently  resorted  to  the  practice  of 
issuing  additional  par  value  stock,  gratis,  to  the  stock- 
holders of  record.  Such  stock  dividends  increased  the 
capitalization  of  the  corporations  to  a  point  where  the  rate 
of  dividends  represented  no  more  than  a  fair  return  on  the 
capital  stock.  It  w^as,  in  other  words,  a  case  of  capitaliz- 
ing monopoly  profits.  If,  for  example,  a  corporation  was 
paying  regularly  a  20  per  cent  dividend  on  its  outstand- 
ing stock,  it  would  avoid  unfavorable  comment  by  doubling 
its  capital  stock  and  paying  a  10  per  cent  dividend.  Mon- 
opolies which  resorted  to  such  practices  were  usually  those 
which  had  obtained  their  monopoly  control  by  public  grant 
in  the  form  of  a  franchise.  Franchises  or  governmental 
grants  were  necessary  to  attract  the  requisite  capital  funds 
to  construct  street  railway  systems,  to  develop  light  and 
power  plants,  and  the  like.  Competition  in  such  public 
service  enterprises  would  be  self-destructive,  and  the  mon- 
opoly position  of  these  companies  was  an  inevitable  devel- 
opment. But  in  the  absence  of  competition  on  the  one 
hand,  and  of  governmental  regulation  on  the  other,  these 
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privileged  companies  did  not  fail  to  make  hay  while  the 
sun  was  shining.  They  "watered  their  stock,"  they  in- 
creased their  capitalization  by  distributing  stock  very  liber- 
ally among  their  stockholders. 

This  increase  in  capitalization,  moreover,  was  frequently 
brought  about,  not  as  a  result  of  large  dividends,  but  in 
anticipation  of  large  dividends  to  be  derived  from  monop- 
oly profits.  In  forming  combinations  of  competing  enter- 
prises, the  capitalization  was  at  times  inflated  400  and  500 
per  cent  above  the  fair  value  of  the  assets  of  the  corpora- 
tion. For  example,  according  to  the  testimony  presented 
before  the  Industrial  Commission  of  the  United  States,  for 
each  $100,000  cash  value  of  the  plants  taken  in  the  Whiskey 
Trust  formed  in  1887,  $100,000  par  value  preferred  stock 
and  $100,000  par  value  common  stock  went  to  the  owner 
and  $150,000  common  stock  went  to  the  promoter.  In  ad- 
dition $100,000  preferred  and  $150,000  common  stock  went 
to  the  underwriter,  the  latter  being  required  to  provide  a 
certain  amount  of  cash  for  working  capital. 

As  a  result  of  these  practices  on  the  part  of  many  cor- 
porations, governmental  regulation  of  such  enterprises  as 
railroads  and  public  service  corporations  was  invited,  and 
legislation  was  directed  against  monopolies.  Courts,  more- 
over, held  stockholders  individually  liable  to  creditors  for 
the  par  value  of  their  stock  in  case  of  insoh^ency  to  the 
extent  that  it  could  be  shown  that  no  corresponding  value 
had  been  given  in  exchange  for  such  shares.  Consequently, 
the  practice  of  issuing  no  par  value  stock  was  gradually 
adopted  by  an  increasing  number  of  corporations.  The 
charge  of  overcapitalization  could  not  be  preferred  against 
corporations  whose  capital  investment  was  represented  by 
shares  of  stock  having  no  par  value,  no  matter  how  many 
such  shares  might  be  outstanding.  Their  market  value 
would  be  determined  primarily  by  the  rate  of  earnings, 
and  the  par  value  was  not  present  to  deceive  the  investor. 
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Not  only  have  new  corporations  begun  to  express  their 
capital  stock  as  so  many  shares  of  no  par  value,  but  many 
established  corporations  have,  in  recent  years,  reorganized 
by  converting  their  par  value  shares  into  no  par  value 
shares.  In  a  letter  to  the  stockholders  of  the  Jewel  Tea 
Company,  the  president  sets  forth  an  additional  reason 
for  converting  its  outstanding  common  stock,  par  value 
$100,  into  no  par  value  stock. 

Section  58  of  the  Stock  Corporation  Law  of  New  York 
State,  as  amended  by  Chapter  787  of  the  Laws  of  1923,  makes 
directors  personally  liable,  jointly  and  severally,  if  dividends 
are  paid  in  any  amount  which  will  reduce  the  value  of  the 
company's  assets  below  the  amount  of  its  liabilities,  including 
its  capital  stock.  Your  company's  common  capital  stock  by  it- 
self is  a  liability  of  $12,000,000,  its  par  value.  Among  the 
company's  assets  is  the  item  "good  will"  now  appearing  on  the 
balance  sheet  at  a  valuation  of  $12,000,000.  The  directors  rec- 
ognize that  the  good  will  has  a  substantial  value;  but  its  value 
is  not  susceptible  of  proof  to  the  same  degree  as  is  the  value  of 
tangible  assets.  In  view  of  the  new  law  referred  to  above,  the 
directors  do  not  feel  warranted  in  declaring  a  dividend  until 
the  assets  of  the  company  accumulate  to  a  provable  value  in 
excess  of  the  company's  liabilities,  including  this  liability  of 
$12,000,000  representing  the  par  value  of  the  common  stock. 
The  directors  are  also  unwilling  to  defer  indefinitely  the  payment 
of  dividends  on  the  preferred  stock  until  the  compauj-  shall  build 
up  its  assets  sufficiently  to  offset  this  common  stock  liability  of 
$12,000,000. 

To  overcome  this  situation,  the  directors  proposed  a  plan 
which  contemplated  that  stockholders  would  "exchange 
present  common  stock,  share  for  share,  for  a  no  par  value 
common  stock  with  an  assigned  value  of  $1  per  share.  The 
directors  plan  to  revalue  'good  will'  at  $120,000,  the 
assigned  value  of  the  entire  issue  of  common  stock.  This 
stock  does  not  lessen  the  rights  of  the  common  stockhold- 
ers, as  the  exchange  is  made,  share  for  share,  the  new 
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stock  represents  exactly  the  same  assets  as  the  present 
stock  for  which  it  is  substituted.  There  is  no  change  in 
the  surplus  nor  in  the  voting  rights." 

Thus,  no  par  value  stock  is  issued  by  corporations,  not 
merely  to  avoid  the  charge  of  overcapitalization  and  to 
relieve  the  stockholders  of  possible  additional  liability,  but 
also  to  protect  the  directors  of  a  corporation. 

The  Rights  of  Stockholders 

The  rights  of  stockholders  are  as  follows :  first,  to  vote 
for  the  directors  of  the  company  and  on  such  matters 
as  the  charter,  or  laws  of  the  state  declare  shall  be 
submitted  to  a  vote  of  the  stockholders.  For  example,  the 
sale  of  the  property  of  the  company,  the  issue  of  a  special 
class  of  stock,  the  placing  of  a  mortgage  on  the  property 
of  the  corporation,  and  the  dissolution  of  the  company  are 
questions  usually  voted  on  by  the  stockholders.  If  a 
stockholder  is  not  able  to  vote  in  person  at  a  stockholder's 
meeting,  he  may  authorize  any  one  else  to  vote  his  shares 
by  signing  a  proxy  or  written  power  of  attorney.  Such 
a  proxy  gives  the  designated  person  the  right  to  vote  the 
stockholder's  shares. 

As  a  rule,  the  ownership  of  one  share  of  stock  entitles 
the  holder  to  one  vote.  In  the  absence  of  special  provisions 
to  the  contrary,  therefore,  the  majority  rules  in  a  corpora- 
tion. This  majority,  since  it  is  a  majority  of  stock  and 
not  of  individuals,  may  consist  of  one  person. 

In  order  to  secure  for  the  minority  stockholders  repre- 
sentation on  the  board  of  directors,  the  method  of  cumu- 
lative voting  has  been  devised.  This  provides  that  each 
stockholder  shall  be  entitled  to  as  many  votes  as  shall 
equal  the  number  of  his  shares  of  stock,  multiplied  by  the 
number  of  directors  to  be  elected.  He  may  cast  all  his 
votes  for  a  single  director  or  may  distribute  them  among 
the  number  of  directors  to  be  voted  for  as  he  sees  fit. 
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Thus,  if  there  are  100  shares  of  stock  outstanding  and  five 
directors  to  be  elected,  the  holder  of  17  shares  of  stock 
could  obtain  representation  on  the  board  of  directors  by- 
casting  all  of  his  votes,  17  times  5,  for  one  director.  He 
would  have  a  total  of  85  votes  and  the  remaining  83  shares 
would  have  415  votes.  These  415  votes,  however,  could 
not  elect  more  than  four  directors  for,  if  they  were  di- 
vided equally  among  five  directors,  each  would  receive 
only  83  votes. 

A  simple  method  of  determining  how  many  shares  of 
stock,  under  cumulative  voting,  are  required  to  assure  the 
minority  stockholders  representation  on  the  board  of  di- 
rectors is  as  follows :  Divide  one  more  than  the  number  of 
directors  to  be  elected  into  the  total  number  of  shares 
outstanding.  The  resultant  quotient,  plus  one,  will  repre- 
sent the  minimum  number  of  shares.  If  the  result  is  a 
fraction,  it  is  rounded  to  the  next  lower  whole  number 
required.     In  the  preceding  illustration,  6   divided  into 

100  gives  us  16%  to  which  one  is  added  and  the  result 
rounded  to  the  next  lower  whole  number,  which  gives  us 
17  as  this  minimum.  If  a  company  has  1,000  shares  of 
stock  outstanding,  and  nine  directors  are  to  be  elected,  by 
a  system  of  cumulative  voting  it  will  require  a  minimum  of 

101  shares  to  assure  the  minority  representation  on  the 
board  of  directors.  This  result  is  obtained  by  dividing  10 
into  1,000  and  adding  one  to  the  resultant  quotient. 

Secondly,  stockholders  have  the  right  to  be  faithfully 
represented  by  directors.  Directors  are  responsible  to  the 
stockholders  for  errors  of  omission  as  well  as  for  errors  of 
commission.  Third,  stockholders  have  the  right  to  partici- 
pate in  the  profits  of  the  company  when  directors  decide 
that  they  have  been  earned  and  are  available  for  distribu- 
tion, as  well  as  to  share  in  the  proceeds  of  the  net  assets 
of  the  company  in  case  of  dissolution  or  liquidation. 
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Classes  of  Corporate  Stock 

The  capital  stock  of  many  corporations  is  divided  into 
several  classes.  The  two  most  common  classes  of  stock 
are  common  and  preferred  stock.  These  two  classes  of 
stock  are  illustrated  facing  pages  86  and  87. 

Common  stock,  moreover,  at  times,  is  divided  into  sev- 
eral classes,  usually  designated  as  Class  "A"  and  Class 
"B"  common  stock.  The  directors  of  the  Associated  Gas 
and  Electric  Company,  for  instance,  recently  authorized 
an  amendment  to  their  articles  of  incorporation  to  provide 
for  the  creation  of  Class  "A"  and  Class  "B"  common, 
stock.  The  new  Class  ''A"  stock  will  be  entitled  to 
prior  dividends  of  $2.00  per  share  and  in  liquidation  up 
to  $35.00  per  share.  This  Class  "A"  stock  partakes  of 
the  nature  of  a  no  par  value  second  preferred  stock,  in  as 
much  as  the  financial  plan  of  this  company  also  provides 
for  preferred  stock  to  the  extent  of  200,000  shares  which 
has  a  prior  claim  on  profits  over  Class  "A"  common  stock. 
Purchasers  of  corporate  stock  do  not  like  the  term 
"second"  to  appear  on  their  security.  It  places  the 
security  in  an  inferior  position  and  impairs  its  marketa- 
bility. To  overcome  this  prejudice,  the  financial  managers 
of  corporations  have  devised  the  term  Class  ''B"  common 
stock,  which  appears  more  attractive  to  investors  than 
"second  preferred  stock."  "Give  the  public  what  it 
wants,"  is  a  familiar  aphorism,  not  only  among  merchants, 
but  also  among  financiers. 

At  times  corporations  will  distinguish  between  Class 
"A"  and  Class  "B"  common  stock,  not  with  a  view  to 
granting  a  prior  claim  on  profits  but  in  order  to  give  vot- 
ing power  to  one  class  of  stock  and  not  to  the  other.  Both 
classes  will  share  pro  rata  in  profits,  but  voting  power 
may  be  vested  in  the  holders  of  Class  "A"  common  stock 
while  Class  "B"  common  stock  will  have  no  vote.     This 
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provision  is  made  in  order  to  assure  control  of  the  affairs 
of  the  corporation  to  a  particular  group  of  interested  stock- 
holders. 

Features  of  Preferred  Stock 

Preferred  stock,  as  the  term  implies,  is  stock  which  has 
a  preference  over  common  stock  in  the  distribution  of 
profits,  and,  if  provided  in  the  charter,  preference  also  in 
the  assets  available  for  distribution  among  stockholders  in 
case  of  dissolution. 

If  the  profits  of  a  corporation  are  sufficient  to  pay  only 
the  rate  specified  as  the  preferred  dividend,  usually  7  or 
8  per  cent  annually,  this  rate  must  be  paid,  and  the  com- 
mon stockholders  v^^ill  receive  nothing.  It  may  also  be 
provided  in  the  preferred  stock  contract  that  the  pre- 
ferred stockholders  shall  participate  proportionally  with 
the  common  stockholders  in  any  distribution  of  profits, 
until  a  certain  additional  amount  has  been  paid  on  the 
preferred  stock.  Preferred  stock  which  enjoys  this  privi- 
lege is  said  to  be  participating  preferred  stock.  Such 
participation  with  the  common  stock  may,  moreover,  be- 
gin after  a  certain  dividend  has  been  paid  on  the  stock, 
after  which  both  classes  of  stock  share  equally  in  the  prof- 
its.   Again,  participation  may  be  unlimited. 

Preferred  stock  may  be  either  cumulative  or  non-cumula- 
tive preferred  stock.  It  may  be  provided,  for  instance,  in 
the  charter  of  companies  issuing  preferred  stock  that  the 
dividends  upon  the  preferred  stock  shall  be  cumulative, 
so  that  if,  in  any  year,  the  dividends  of,  let  us  say  8  per 
cent  per  annum  are  not  paid  on  the  preferred  stock,  the 
deficiency  must  be  made  up  before  any  dividends  are  set 
apart  or  paid  on  the  common  stock.  No  matter  how  large 
the  accumulated  unpaid  dividends  on  the  preferred  stock 
may  be,  these  back  dividends  must  all  be  paid,  if  the 
preferred  shares  are  cumulative,  before  the  common  share- 


STOCK  83 

holders  receive  anything.  Since,  however,  a  dividend  does 
not  become  a  liability  of  the  corporation  until  it  has  been 
declared  by  the  directors  out  of  the  earnings  of  the  com- 
pany, unpaid  cumulative  dividends  usually  do  not  bear 
interest  except,  as  will  be  explained  later,  in  the  case  of 
issuing  a  scrip  dividend.  The  terms  cumulative  voting 
and  cumulative  dividends,  respectively,  should  not  be  con- 
fused, since  they  designate  two  distinct  features  of  cor- 
porate securities. 

In  order  to  make  preferred  stock  more  attractive  to  in- 
vestors, certain  other  provisions  are  commonly  included 
in  the  preferred  stock  contract.  Not  only  are  dividends 
made  cumulative,  and  the  stock  made  participating  in  earn- 
ings and  in  assets  in  case  of  dissolution,  but  at  times  a 
definite  fund  is  set  aside  out  of  earnings,  for  the  purpose 
of  retiring  the  preferred  stock.  "When  provision  is  made 
for  retiring  preferred  stock,  the  redemption  price  is  usu- 
ally set  at  a  slight  premium.  This  is  done  to  compensate 
the  investor  for  possible  inconvenience  in  finding  a  new 
investment  for  his  funds  when  his  stock  is  repaid. 

Ill-advised  directors  or  managers  of  corporations  may 
place  bonds,  notes,  and  other  debts  ahead  of  an  exist- 
ing issue  of  preferred  stock,  and  thus  impair  the  security 
formerly  enjoyed  by  the  preferred  stockholders.  All  debts 
of  a  corporation  are  prior  claims  on  corporate  assets  as 
compared  with  ownership  claims,  such  as  those  of  different 
classes  of  stockholders.  In  consequence,  it  is  now  a  com- 
mon practice  on  the  part  of  corporations  to  limit  very  def- 
initely the  powers  of  directors  while  a  preferred  stock 
issue  is  outstanding.  The  following  restrictions,  for  in- 
stance, may  be  included  in  the  preferred  stock  contract. 

Without  the  consent  expressed  in  writing  of  three-fourtlis  of 
the  holders  of  the  preferred  stock,  the  coi-poration  shall  not  (a) 
create  any  lien  or  mortgage  upon  any  of  the  real  or  personal 
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property  of  the  company;  (6)  make  any  change  in  the  voting 
powers  of  any  class  of  stock;  (c)  sell  all  or  substantially  all  of 
the  property  of  the  company;  (d)  sell  any  part  of  the  real 
estate  or  securities  of  the  company  without  investing'  the  pro- 
ceeds in  new  property  of  a  similar  character;  (e)  make  any  in- 
crease in  the  authorized  amount  of  either  class  of  stock;  or 
create  any  stock  issue  having  priority  over  the  first  preferred 
stock;  or  (/)  issue  any  bonds  or  notes  mjaturing  more  than  one 
year  from  date  of  issue. 

Such  restrictions  as  these  are  all  intended  to  secure 
adequate  protection  to  the  property  rights  of  preferred 
stockholders.  It  is  sometimes  even  provided  that  entire 
control  be  given  to  the  preferred  stockholders  in  ease  divi- 
dends are  not  paid.  While  preferred  dividends  are  being 
regularly  paid  and  the  property  rights  of  the  preferred 
stockholders  are  not  being  jeopardized  by  incurring  debts 
or  allowing  the  assets  to  depreciate,  preferred  stockholders 
are,  ordinarily,  not  interested  in  voting  for  corporate  di- 
rectors. They  are  willing  to  have  the  entire  voting  power 
for  the  election  of  directors  vested  in  the  common  stock. 
However,  such  a  provision  as  the  following  may  be  con- 
tained in  the  preferred  stock  contract. 

The  preferred  stock  shall  have  no  voting  power  in  the  elec- 
tion for  directors  unless  and  until  four  quarterly  dividends  pay- 
able thereon  shall  be  in  default.  Immediately  thereafter,  until 
such  defaults  and  all  defaults  subsequent  thereto  shall  have 
been  made  good,  the  common  stock  shall  have  no  voting  power 
in  the  election  of  directors  and  the  entire  voting  power  in  the 
election  for  directors  shall  become  and  remain  vested  exclusively 
in  the  preferred  stock. 

When  preferred  stock  is  not  made  participating  in  earn- 
ings with  common  stock  it  may  be  provided  that  it  shall 
be  convertible.  This  means  that  by  giving  written  notice 
to  the  company  at  a  specified  time  prior  to  any  dividend 
date,  the  preferred  stockholder  may  have  his  preferred 
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shares  changed  into  common  shares.  This  privilege  is  often 
very  valuable  if  the  company  is  prosperous  and  is  earning 
large  dividends  on  the  common  stock.  The  value  of  con- 
vertible preferred  stock  will  ordinarily  advance  with  that 
of  the  common  stock  into  which  it  is  convertible.  On  the 
other  hand,  it  will  not  necessarily  fall  as  low  as  may  the 
value  of  the  common  stock.  A  company  may  earn  and  pay 
its  preferred  dividends  regularly  but  have  no  earnings 
available  for  distribution  to  the  common  stock.  In  conse- 
quence, common  stock  will  sell  below  the  convertible  pre- 
ferred shares. 

The  right  to  subscribe  to  additional  stock  of  a  corpora- 
tion, when  funds  are  to  be  raised  for  expansion  or  for 
new  financing,  rests  with  the  common  stockholders.  When 
a  company  prospers,  the  tendency  is  to  expand  its  scope 
of  operation.  Consequently,  it  requires  additional  capital 
funds.  Stockholders  are  usually  given  the  right  to  sub- 
scribe to  additional  stock  either  at  par  or  at  a  figure  con- 
siderably below  the  market  price  of  the  shares.  Such  an- 
ticipation of  new  financing  by  means  of  a  stock  allotment, 
may  cause  common  stock  to  rise  in  market  price  consider- 
ably above  its  present  investment  value.  Preferred  stock, 
which  is  convertible  into  common  stock,  will  rise  to  approxi- 
mately the  same  height  but  will  lag  behind  a  little,  the 
difference  representing  the  time  and  possible  inconvenience 
involved  in  converting  one  class  of  security  into  another 
class. 

For  example,  the  common  stock  of  the  Philadelphia  Elec- 
tric Company  paying  dividends  at  the  rate  of  8  per  cent 
(par  value  $25),  recently  sold  at  $45,  in  anticipation  of  a 
stock  allotment  for  the  purpose  of  financing  the  develop- 
ment of  its  new  water-power  project.  The  8  per  cent  con- 
vertible preferred  stock  of  the  company  advanced  to  slightly 
less  than  $45,  since  it  could  be  converted  into  common  stock 
and  thus  take  advantage  of  the  privilege  to  subscribe  to 
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new  stock  at  par.    Convertible  preferred  stock  may,  there- 
fore, at  times  confer  valuable  rights  upon  its  holders. 

The  foregoing  are  the  chief  provisions  which  may  be  in- 
cluded in  preferred  stock  contracts  to  add  to  their  invest- 
ment value.  The  preferred  stock  certificate,  reproduced 
opposite,  contains  a  number  of  the  features  discussed  in  the 
preceding  pages. 

Reasons  for  Issuing  Different  Classes  of  Stock 

Since  corporate  stock  represents  ownership  claims  of  a 
corporation,  the  question  may  be  asked:  "Why  do  cor- 
porations issue  different  classes  of  stock?  Several  reasons 
may  be  cited  for  this  practice.  In  the  first  place,  there  are 
a  variety  of  investors  in  corporate  securities.  Some  want 
reasonable  security  for  their  investments  and  are  willing 
to  forego  the  possibility  of  sharing  in  large  profits  in  order 
to  obtain  this  security.  They  want  security  of  principal 
and  a  moderate  rate  of  return.  Others  are  willing  to  take 
a  definite  risk  with  their  funds,  hoping  that  their  reward 
may  ultimately  be  commensurate  with  the  risk  assumed. 
Between  these  two  extremes  is  a  large  body  of  investors 
who  are  willing  to  take  a  moderate  risk,  but  who  desire 
reasonable  assurance  of  definite  returns  on  their  investment. 

In  order  to  give  corporate  securities  the  widest  possible 
marketability  and  thus  to  obtain  funds  at  the  most  ad- 
vantageous terms,  the  financial  managers  of  business  cor- 
porations have  devised  various  types  of  securities  to  at- 
tract different  classes  of  investors. 

Second,  many  new  enterprises  are  started  which  stand 
a  fair  chance  of  making  a  reasonable  profit  on  their  in- 
vested capital.  But  the  organizers  feel  that  with  proper 
management,  ingenious  salesmanship,  and  reasonable  for- 
tune, they  can  make  large  profits.  These  profits  can 
be  realized  only  if  a  definite  business  policy  is  adopted 
and  pursued.     In  order  to  retain  control  they  will,  there- 
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fore,  dispose  of  preferred  stock,  giving  the  investors  a 
first  claim  on  the  earnings  available  for  stockholders  and 
keeping  the  major  portion  of  the  common  stock  in  their 
possession.  This  will  assure  them  control  of  the  business 
while  the  enterprise  is  developing,  and  will  entitle  them 
to  share  in  the  subsequent  profits  which  have  been  due 
largely  to  their  organizing  and  managerial  ability. 

Third,  different  classes  of  corporate  stock  have  come 
into  existence  as  a  result  of  corporate  reorganizations. 
This  has  very  often  been  true  in  case  of  railroads.  "When 
for  instance,  a  bankrupt  railroad  was  reorganized,  bonds 
were  frequently  exchanged  for  preferred  stock,  which 
gave  the  holders  a  prior  claim  on  the  earnings  of  the 
railroad  as  against  common  stockholders,  but  only  if  such 
earnings  were  available  for  distribution.  The  significance 
of  converting  bonds  into  preferred  stock  in  reorganization 
will  be  discussed  in  Chapter  XIV. 

Summary 

Capital  stock  represents  the  ownership  or  property  in- 
terests in  a  corporation.  For  sake  of  convenience,  stock 
is  divided  into  shares,  each  share  being  a  proportionate 
part  of  the  stock.  The  capitalization  of  a  corporation  con- 
sists of  the  face  or  par  value  of  its  outstanding  securities. 
The  assumed  monetary  value  of  a  share  of  stock  is  known 
as  its  par  value.  It  is  not  necessary,  however,  to  state  the 
par  value  on  the  shares  of  stock.  The  par  value  does  not 
determine  the  value  of  a  share,  but  primarily  the  earning 
power  of  the  company.  Dividends  are  paid  on  no  par 
value  stock  as  so  many  dollars  per  share  instead  of  a  cer- 
tain per  cent  of  the  par  value.  Corporations  issue  no  par 
value  stock,  (1)  to  avoid  the  charge  of  overcapitalization, 
(2)  to  safeguard  the  interest  of  stockholders;  and  (3)  to 
protect  the  directors  of  a  corporation.  Overcapitalization 
was  frequently  brought  about  in  the  past  by  companies, 
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which  had  a  virtual  monopoly  and  were  thus  able  to  regulate 
the  price  to  yield  them  the  largest  net  returns. 

Stockholders  have  certain  definite  rights,  such  as  (1) 
the  right  to  vote  for  directors  and  on  such  matters  which 
concern  the  general  welfare  of  their  company;  (2)  the 
Tight  to  be  faithfully  represented  by  the  directors;  and 
(3)  the  right  to  receive  dividends.  Cumulative  voting  is 
frequently  provided  for,  either  in  the  corporate  charter 
or  in  the  state  laws.  This  method  of  voting  gives  every 
stockholder  as  many  votes  as  he  has  shares  of  stock,  multi- 
plied by  the  number  of  directors  to  be  elected. 

There  are  several  classes  of  corporate  stock.  Class  "A" 
and  Class  *'B"  common  stock  are  employed  either  to  give 
certain  preferences  to  one  group  of  stockholders  over  the 
other,  or  to  keep  control  by  giving  the  vote  to  only  one  class. 
Preferred  stock  consists  of  shares  which  have  a  prior  claim 
over  common  stock  on  corporate  profits  available  for  divi- 
dends. This  prior  claim  is  usually  expressed  as  a  certain 
per  cent  of  the  par  value  of  the  shares  or  a  certain  amount 
per  share  if  the  shares  have  no  par  value.  Preferred  stock 
may  be  either  cumulative  or  non-cumulative.  Sometimes 
preferred  shares  also  participate  with  common  stock  in  fur- 
ther earnings  as  well  as  in  assets  in  dissolution.  Other 
common  features  of  preferred  stock  contracts  which  make 
this  type  of  security  attractive  to  investors  pertain  to  voting 
for  directors  and  to  incurring  indebtedness.  Corporations 
issue  different  classes  of  stock,  (1)  to  appeal  to  a  wide  range 
of  investors;  (2)  to  assure  control;  and  (3)  to  adjust 
capital  account  in  case  of  reorganization. 

Guide  Questions 

1.  What  is  meant  by  the  capital  stock  of  a  business  cor- 
poration 1 

2.  "The  expression,  'capitalisation'  has  a  twofold  meaning." 
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3.  Illustrate  the  difference  between  these  two  meanings. 

4.  How  may  the  assumed  value  of  stock  be  expressed? 

5.  What  is  meant  by  overcapitalization? 

6.  How  is  overcapitalization  brought  about? 

7.  What  are  the  objections  to  overcapitalization? 

8.  What  is  meant  by  monopoly?  by  monopoly  price? 

9      Show  how  overcapitalization  can  be  averted  by  issuing 
no  par  value  stock. 

10.  What  further  reason  is  there  for  issuing  no  par  value 
shares? 

11.  Enumerate  the  rights  of  stockholders. 

12.  What  is  a  proxy? 

13.  Explain  the  method  of  cumulative  voting.    Why  is   it 
used? 

14.  Distinguish    between   common    and   preferred   stock,    be- 
tween Class  "A"  and  Class  "B"  common  stock. 

15.  What  are  the  chief  features  of  the  preferred  stock  con- 
tract? 

16.  Distinguish   between  cumulative   voting   and  -cumulative 
I^referred  stock. 

17.  What  is  meant  by  convertible  preferred  stock? 

18.  Why  do  corporations  issue  different  classes  of  stock? 


CHAPTER  yi 

MATERIALS  OF  THE  FINANCIAL  PLAN  OF  THE 
BUSINESS  CORPORATION— BONDS 

Why  Business  Men  Borrow  Funds 

It  has  been  pointed  out  that  modern  business  is  con- 
ducted largely  in  anticipation  of  the  sale  of  products. 
During  the  interval  between  the  beginning  of  the  produc- 
tion process  and  the  ultimate  sale  of  the  finished  goods, 
a  long  time  usually  elapses.  It  is  the  problem  of  the  busi- 
ness enterpriser  to  obtain  the  necessary  funds  not  merely 
to  start  production,  but  also  to  continue  business  opera- 
tions until  he  can  realize  a  return  on  the  sale  of  his  prod- 
uct. If  he  does  not  have  the  requisite  funds  himself,  he 
will  proceed  to  borrow  them  from  others  who  have  them 
to  lend. 

Business  men  borrow  either  to  get  control  of  a  business 
property  or  to  develop  it.  They  also  borrow  to  carry  on 
their  business  until  they  can  realize  an  income  from  the 
sale  of  their  product.  As  security,  they  are  usually  will- 
ing to  transfer  the  legal  title  to  their  property  to  the 
lender  as  long  as  they  can  remain  in  possession  of  it.  They 
therefore  mortgage  their  property  for  a  loan  which  will 
furnish  them  with  the  necessary  funds  to  conduct  their 
venture.  It  is  not  an  uncommon  event  to  find  an  enter- 
prising business  man  financing  a  large  project  on  a  "shoe 
string,"  as  it  is  popularly  expressed. 

A  half-million-dollar  storage  warehouse  is  being  erected 
at  present  in  one  of  our  large  cities.  The  venture  is  being 
engineered  by  a  shrewd  enterpriser  who  had  only  ten  thou- 
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sand  dollars  of  his  own  money  with  which  to  launch  the 
project.  He  succeeded  in  interesting  certain  bankers  in 
the  plan  and  obtained  a  three  hundred  and  fifty  thousand 
dollar  mortgage  loan  on  the  contemplated  warehouse. 
"With  the  proceeds  of  this  loan  and  additional  funds  de- 
rived from  the  sale  of  convertible  preferred  stock  the 
building  is  now  being  erected. 

The  Nature  of  a  Mortgage 

A  mortgage  is  a  written  instrument  for  the  conveyance 
of  real  or  personal  property  by  a  debtor  to  a  creditor  or 
his  representative  to  insure  the  performance  by  the  debtor 
of  his  promise  to  pay  interest  and  principal  as  it  matures. 
The  possession  of  the  property  remains  with  the  debtor 
or  mortgagor,  while  the  title  is  conditionally  transferred 
to  the  creditor  or  mortgagee.  This  rule  holds  true  when 
real  property  is  pledged.  A  person  will  borrow  funds 
to  buy  a  house  by  placing  a  mortgage  on  the  property 
purchased.  He  retains  possession,  but  transfers  the  legal 
title  to  the  mortgagee,  conditioned,  nevertheless,  on  his 
nonfulfillment  of  the  obligations  assumed  under  the  pro- 
visions of  the  mortgage.  As  long  as  the  debtor  meets  his 
obligations,  the  creditor  cannot  seize  the  property.  The 
obligations  which  the  debtor  ordinarily  assumes  when 
he  mortgages  real  property  are  as  follows:  (1)  he  agrees 
to  pay  interest  on  the  funds  borrowed  under  the  mortgage 
at  a  specified  time  and  place  at  a  certain  rate  per  annum ; 
(2)  he  agrees  to  repay  the  principal  sum  as  provided 
in  the  mortgage;  (3)  he  agrees  to  keep  the  property  in  a 
normal  state  of  repair  so  that  its  value  will  not  be  dimin- 
ished or  destroyed,  and,  if  in  the  process  of  operation  its 
value  should  be  destroyed,  he  agrees  to  set  aside  funds 
to  replace  it;  and  (4)  he  agrees  to  keep  the  property  ade- 
quately insured.  As  long  as  he  fulfills  these  obligations 
he  can  continue  in  possession  of  the  property. 
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When  personal  property  or  property  rights  represented 
by  securities  of  different  kinds  are  pledged  as  collateral 
under  a  mortgage,  such  collateral  is  turned  over  to  the 
lender  or  to  his  representative,  to  be  held  '4n  trust." 

Corporation  Bonds 

When  small  enterprises  borrow  on  mortgage  they 
usually  realize  all  their  funds  from  one  person  or  one  in- 
stitution. Corporations,  likewise,  borrow  very  extensively 
by  mortgaging  their  property.  At  times  corporate  loans 
amount  to  many  millions  of  dollars. 

A  recent  issue  of  the  Commercial  and  Financial 
Chronicle  contained,  among  many  others,  these  advertise- 
ments of  bond  offerings  '' $30,000,000  United  States  Rub- 
ber Company  6%%  Serial  Gold  Notes";  ''$3,200,000 
Kaufman  Department  Stores  Securities  Corporation  ten- 
year  6%  Secured  Gold  Notes";  $8,000,000  Pennsylvania 
Power  and  Light  Company  First  and  Refunding  Mort- 
gage Gold  Bonds,  Series  D,  5%";  "$2,300,000  Sioux  City 
Gas  and  Electric  Company  First  Mortgage,  Twenty-five- 
Year  5%%  Gold  Bonds,  Series  C."  Similar  bond  offer- 
ings are  appearing  daily  in  the  advertising  columns  of 
our  newspapers,  and  indicate  to  what  extent  corporations 
are  constantly  borrowing  funds. 

It  is  manifestly  impossible  to  obtain  such  huge  loans 
from  a  single  individual.  It  is  doubtful  whetiier  any  one 
person,  even  Mr.  Rockefeller,  would  be  willing  to  invest 
all  his  funds  in  a  single  enterprise.  Furthermore,  it  would 
be  impossible  to  borrow  from  a  large  number  of  persons  by 
pledging  a  specific  portion  of  the  corporate  property  to 
each  creditor.  Corporate  property  is  an  integral  unit,  and 
derives  its  value,  not  from  the  separate  value  of  each  in- 
dividual part,  but  from  the  joint  value  of  all  its  parts 
functioning  as  an  organic  whole.  To  make  possible  cor- 
porate borrowing  from  a  wide  range  of  investors,  and,  at 
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the  same  time,  to  secure  all  these  loans  by  pledging  the 
corporate  property,  corporation  bonds  were  devised. 

Corporation  bonds  are  promissory  notes,  usually  of 
denominations  of  $500  to  $1,000,  and  generally  representing 
portions  of  a  larger  debt  secured  by  a  mortgage  on  the 
assets  of  the  corporation.  The  division  of  the  debts  of  a 
corporation  into  a  large  number  of  parts  necessitates  the 
intervention  of  a  "trustee"  who  will  represent  the  owners 
of  the  bonds  in  all  negotiations  with  the  debtor  company, 
wherever  definite  security  is  pledged  for  the  debt.  The 
mortgage  is  executed  to  the  trustee  by  the  borrowing  com- 
pany for  the  equal  securing  of  all  the  bonds  into  which 
the  particular  loan  is  divided.  The  following  is  a  typical 
form  of  bond. 

UNITED   STATES  OF  AMERICA 

State  of  New  York 

No.  100  $500.00 

THE  LONG  ISLAND  EAILROAD  C0:MPANY 

Four  per  cent  refunding  mortgage  gold  bond, 
due  March  1,  1949. 

THE  LONG  ISLAND  RAILROAD  COMPANY,  a  corpora- 
tion organized  and  existing  under  and  pursuant  to  the  laws  of 
the  State  of  New  York,  for  value  received,  hereby  promises  to 
pay  to  the  bearer,  or,  if  this  bond  be  registered,  then  to  the 
registered  owner  hereof,  at  its  financial  agency  in  the  Borough 
of  Manhattan,  in  the  City  and  State  of  New  York,  500  dollars 
in  gold  coin  of  the  United  States  of  America,  of  or  equal  to 
the  present  standard  of  weight  and  fineness,  on  the  first  day 
of  March  in  the  year  nineteen  hundred  and  forty-nine,  and  to 
pay  interest  thereon  at  the  rate  of  four  per  cent  per  annum, 
from  the  first  day  of  September,  nineteen  hundred  and  three,  in 
like  gold  coin,  semiannually,  on  the  first  days  of  March  and 
September  in  each  year,  upon  presentation  and  surrender  at  its 
agency  aforesaid  of  the  coupons  hereto  annexed  as  they  sever- 
ally become  due  and  until  said  principal  sum  is  paid.    Both  the 
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principal  and  interest  of  this  bond  are  jDayable  without  deduc- 
tion for  any  tax  or  taxes  which  the  Railroad  Company  may  be 
required  to  pay  or  retain  therefrom  under  any  present  or  future 
law  of  the  United  States  or  of  the  State  of  New  York. 

This  bond  is  one  of  a  series  of  bonds  of  like  date  and  tenor, 
of  the  denomination  of  five  hundred  dollars  or  multiples  thereof, 
known  as  four  per  cent  refunding  mortgage  gold  bonds,  issued 
and  to  be  issued  to  an  amount  not  exceeding  in  the  aggregate 
the  principal  sum  of  forty-five  million  dollars  at  any  one  time 
outstanding,  all  of  which  bonds  are  issued  and  to  be  issued 
under  and  equally  secured  by  a  mortgage  and  deed  of  trust 
dated  September  1,  1903,  executed  by  THE  LONG  ISLAND 
RAILROAD  COMPANY  to  THE  EQUITABLE  TRUST  COM- 
PANY OF  NEW  YORK  as  trustee,  to  which  mortgage  and 
deed  of  trust  reference  is  made  for  a  description  of  the  proper- 
ties and  franchises  mortgaged,  the  nature  and  extent  of  the 
security,  the  rights  of  the  holders  of  bonds  under  the  same, 
and  the  terms  and  conditions  upon  which  the  bonds  are  issued 
and  secured. 

IN  WITNESS  WHEREOF,  The  Long  Island  Railroad  Com- 
pany has  caused  its  corjoorate  seal  to  be  hereunto  affixed  and 
attested  by  its  Secretary  or  Assistant  Secretary,  and  this  bond 
to  be  signed  in  its  corporate  name  by  its  President  or  Vice 
President,  and  has  also  caused  the  signature  of  its  Treasurer 
to  be  engraved  ujjon  the  annexed  coupons,  as  of  the  first  day 
of  September,  in  the  year  nineteen  hundred  and  three. 

THE  LONG  ISLAND  RAILROAD  COMPANY, 
By 

President. 
Attest : 

Secretary. 

Form  of  Coupon 
No.  100  $10.00 

THE  LONG  ISLAND  RAILROAD  COMPANY  will  pay  to 
the  bearer  at  its  financial  agency  in  the  City  of  New  York,  on 
the  first  day  of  March,  ten  dollars  ($10.00)  in  gold  coin,  being 
six  months'  interest  then  due  on  its  four  per  cent  refunding 
mortgage  gold  bond  number  100. 

Treasurer. 
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Each  bond  issued  under  a  corporate  mortgage  should 
have  appended  to  it  the  trustee's  certificate.  This  consists 
of  a  statement  duly  signed  and  attested  by  the  trustee  to 
the  effect  that  the  bond  is  one  of  a  series  of  bonds  issued 
under  a  particular  mortgage.  Without  this  certification, 
the  bond  issued  under  a  certain  mortgage  does  not  repre- 
sent a  legal  claim. 

Bonds  may  be  either  coupon  bonds  or  registered  bonds. 
Interest  coupons  may  be  clipped  and  cashed  on  or  after  the 
date  the  interest  is  due  at  the  bank  acting  as  agent  for  the 
debtor  company  or  any  of  its  correspondents.  On  the 
other  hand,  interest  checks  are  mailed,  when  due,  to  the 
addressee  in  case  bonds  are  regdstered  with  the  debtor  com- 
pany. 

Provisions  of  the  Corporate  Mortgage 

A  corporate  mortgage  contains  a  copy  of  the  bond  to 
be  issued  under  the  mortgage.  Furthermore,  it  describes 
in  detail  the  property  of  the  company  set  aside  for  the 
securing  of  its  bonds  and  transfers  it  to  the  trustee  in  the 
so-called  ''granting"  clause. 

The  grant  of  property  to  the  creditor,  or  his  representa- 
tives, as  previously  indicated,  is  not  absolute,  but  condi- 
tional. As  long  as  the  debtor  performs  the  obligations 
he  has  assumed,  he  may  remain  in  possession  of  the  prop- 
erty, but  if  he  fails  to  do  so,  the  grant  lapses.  "When  the 
bonds  have  been  paid,  the  purpose  for  which  the  property 
was  mortgaged  has  been  accomplished,  and  the  title  to 
the  pledged  property  reverts  to  the  former  owner.  These 
facts  are  specifically  set  forth  in  the  clauses  of  the  corpo- 
ration mortgage  as  follows: 

1.  The  preamble  which  sets  forth  the  legal  status  of 
the  corporation;  the  amount  of  the  bond  issue;  and  au- 
thority for  granting  the  mortgage  together  with  the  full 
text  of  the  bond. 
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2.  The  granting  clause  which  transfers  the  propeMy 
to  the  trustee,  describes  the  duties  of  the  trustee,  and  con- 
tains the  covenant  of  the  corporation  to  pay  interest  and 
principal  of  the  bond  issue  when  due. 

3.  Procedure  in  case  of  default  which  states  the  per- 
centage of  bondholders  at  whose  request  the  trustee  shall 
proceed  to  foreclose  the  mortgage  or  take  such  steps  as 
may  be  prescribed  in  the  mortgage. 

4.  The  responsibilities,  liabilities,  and  compensation  of 
the  trustees  which  are  set  forth,  together  with  provisions 
for  the  resignation  or  removal  of  a  trustee  and  for  the  ap- 
pointment of  a  successor. 

The  nature  of  a  mortgage  as  a  conveyance  of  property 
appears  more  clearly  in  a  collateral  trust  mortgage.  In 
such  mortgages  the  security  consists  of  either  corporation 
stocks  or  bonds  or  both.  The  securities  are  actually  trans- 
ferred to  the  trustee  and  in  case  of  default  on  the  part, 
of  the  debtor  company,  the  trustee  is  authorized  to  sell 
the  securities  and  apply  the  proceeds  to  the  payment  of; 
the  bonds. 

Restrictions  under  Corporate  Mortgages 

Because  investors  in  corporation  bonds  prefer  first  mort-- 
gage  bonds  to  all  other  types,  corporations  have  frequently 
so  drawn  up  their  mortgages  as  to  provide  for  further- 
issues  of  bonds  under  one  and  the  same  mortgage.  They 
have  authorized  first  mortgage  bonds  sufficient  to  provide 
not  merely  for  the  initial  capital  requirements  but  also  for 
anticipated  additions  and  improvements.  Mortgages  which 
provide  for  future  bond  issues  may  be  either  open-end 
mortgages  or  mortgages  providing  for  a  large  bond  re- 
serve. An  open-end  mortgage  is  one  which  includes  all 
bonds  issued  subsequently  under  the  same  agreement, 
while  a  mortgage  with  a  bond  reserve  no  matter  how  large 
places  a  limit  on  the  amount  of  bonds  which  can  be  issued 
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under  the  mortgage.     In  other  words,  it  is  the  equivalent 
of  a  limited  open-end  mortgage. 

When  such  mortgages  are  drawn  up,  it  is  customary  to 
specify  very  carefully  the  conditions  under  which  addi- 
tional bonds  may  be  issued.  "Without  such  restrictions,  the 
property  interests  of  the  bondholders  may  be  seriously 
weakened  and  their  security  destroyed.  The  most  common 
restrictions  upon  the  issue  of  bonds  reserved  to  be  sold 
under  a  first  mortgage  are  as  follows : 

1.  A  limit  is  set  on  the  amount  of  additional  bonds 
that  may  be  sold  in  any  one  year. 

2.  Proceeds  from  such  additional  bond  sales  may  be 
used  only  for  definitely  prescribed  purposes,  usually  for 
additions  and  improvements. 

3.  Each  additional  installment  must  be  restricted  to  a 
certain  percentage  of  the  cost  of  additions  or  improve- 
ments upon  which  the  proceeds  of  the  bonds  are  to  be  ex- 
pended. The  percentage  will  vary  with  the  type  of  prop- 
erty and  the  permanence  of  the  business.  Public  utilities 
and  railroads  can  safely  issue  a  higher  percentage  than 
mercantile  and  industrial  establishments. 

4.  The  earnings  of  the  company  must  show  a  substan- 
tial margin  over  interest  or  fixed  charges,  including  in- 
terest charges  on  the  new  bonds.  When  earnings  show  a 
margin  of  two  to  three  times  over  these  fixed  charges, 
this  is  commonly  regarded  a  safe  margin,  but  this  will  also 
tend  to  vary  with  different  types  of  industries. 

With  such  restrictions  as  these  included  in  the  mort- 
gage the  existence  of  a  large  bond  reserve  or  the  open-end 
mortgage  need  cause  no  worry  to  the  holders  of  bonds  issued 
under  such  a  mortgage. 


i-O^O* 


Other  Types  of  Corporate  Bonds 

Not  all  bonds  issued  by  corporations  are  secured   by 
corporation  mortgages.     Companies  may  issue  bonds  un- 
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secured  by  either  direct  or  indirect  pledge  of  property. 
Such  bonds  are  called  "debentures,"  and  are  merely 
promises  to  pay  interest  and  principal  as  specified  in  the 
contract,  giving  the  bondholder  the  right  of  legal  action 
against  the  corporation  in  case  of  default.  To  secure 
their  investment  value,  it  is  frequently  provided,  either 
that  no  other  mortgage  may  be  placed  on  the  corporate 
property  while  the  debentures  are  outstanding,  or  that, 
in  case  of  subsequent  mortgaging  of  the  corporate  prop- 
erty, the  debentures  shall  be  included  within  the  equity 
of  the  mortgage. 

At  times  debentures  are  made  convertible  into  either 
preferred  or  common  stock  of  the  company.  This  adds  a 
speculative  feature  which  may  become  a  very  productive 
source  of  profit  to  the  bondholder.  If,  for  example,  the 
business  is  successful  and  begins  to  pay  large  dividends  on 
its  stock,  the  bonds  will  tend  to  rise  in  value  with  the 
value  of  the  stock  into  which  they  are  convertible,  and  the 
possessors  of  such  bonds  may  either  convert  them  into  the 
stock  and  realize  a  larger  return  on  their  investment  or 
sell  them  at  a  profit. 

Sometimes  corporations  will  issue  income  bonds,  which 
are  promises  to  pay  a  definite  rate  of  interest  ''when,  as, 
and  if"  earnings  are  available  to  do  so.  A  promise  is 
also  made  in  the  income  bond  to  repay  the  principal  at  a 
definite  future  date.  Unless  the  holders  of  such  income 
bonds  can  prove  that  the  interest  has  been  earned,  they 
cannot  enforce  their  claim  to  interest.  Income  bonds  are, 
in  reality,  very  much  like  preferred  stock,  except  that 
they  are  creditor  claims  and  have  priority  over  any  owner- 
ship claims. 

In  addition  to  first  mortgage,  collateral  trust,  debenture, 
and  income  bonds,  corporations  employ  a  variety  of  terms 
to  describe  their  bond  issues.  When  a  maturing  obligation 
is  repaid  with  the  proceeds  of  a  new  loan,  the  new  bond 
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issue  is  called  a  refunding  bond  issue.  If  a  mortgage  is 
placed  on  property  already  mortgaged  it  may  be  called  a 
second,  third,  or  fourth  mortgage,  as  the  case  may  be, 
but  investors  ordinarily  do  not  like  these  junior  liens. 
Consequently,  such  expressions  as  prior  lien  mortgage 
bonds,  general  mortgage  bonds,  adjustment  mortgage 
bonds,  consolidated  mortgage  bonds,  and  convenient  com- 
binations of  the  foregoing  expressions  have  been  invented 
by  financiers  to  make  their  bond  offerings  attractive  to  the 
investing  public.  The  small  investor  in  corporate  bonds, 
unfamiliar  with  the  varied  phraseology  applied  to  cor- 
poration security  issues,  will  do  well  to  adhere  to  straight 
first  mortgage  bonds,  and  leave  the  bond  issues  with  fancy 
names  to  those  who,  as  a  result  of  experience  and  study 
have  become  familiar  with  the  intricacies  of  modern  cor- 
porate financing. 

Provision  for  Repayment  of  Debts 

Individual  enterprisers  and  partners  will  usually  pro- 
vide for  the  eventual  repayment  of  their  mortgage  indebt- 
edness. If  they  have  borrowed  their  funds  from  a  build- 
ing and  loan  society,  the  debt  will  be  repaid  when  the 
shares  of  stock,  to  which  they  had  to  subscribe  at  the 
time  of  making  the  loan,  will  mature.  The  paid-in  full 
value  of  these  shares  is  equal  to  the  amount  of  the  loan, 
and  the  shares  are  pledged  as  collateral  security  at  the 
time  the  property  is  mortgaged.  When  funds  are  bor- 
rowed on  their  business  property  from  private  individuals, 
such  loans  are  likewise  commonly  made  for  a  limited  num- 
ber of  years,  at  the  end  of  which  time  they  are  intended 
to  be  repaid.  The  creditor  realizes  that,  no  matter  how 
well  a  business  property  is  taken  care  of,  its  value  largely 
depends  upon  its  successful  operation.  Since  individual 
enterprises  and  partnerships  are  generally  operated  for 
only  a  limited  number  of  years,  their  borrowing  capacity 
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is  likewise  limited,  not  merely  as  to  the  amount  they  may 
borrow  but  also  as  to  the  term  of  the  loans. 

Not  so  in  the  ease  of  many  types  of  business  corpora- 
tions. They  have  perpetual  succession,  they  can  continue 
operating  over  a  long  series  of  years.  Their  property  can 
be  pledged  as  security  for  a  loan,  and,  by  keeping  it  in 
continuous  operation  and  maintaining  the  plant  in  a 
normal  state  of  repair,  the  security  will  not  decrease.  Bond- 
holders, moreover,  are  interested  primarily  in  a  definite 
return  on  their  investment  and  in  the  assurance  that 
the  principal  sum  will  also  be  secured.  Many  of  the 
investors  in  corporate  bonds,  as  will  be  noted  later,  are 
institutions — trust  companies,  banks  and  insurance  com- 
panies— ^who  wish  permanent  investments,  not  bonds 
which  may  be  repaid  at  a  time  when  it  might  be  difficult 
to  discover  equally  safe  places  for  the  funds  in  their 
hands. 

Not  all  types  of  corporations  provide  the  security  which 
makes  possible  an  indefinite  continuation  of  a  debt.  Pro- 
visions for  repayment  of  debts  must  therefore  be  made 
by  companies  whose  property  is  exhausted  by  the  opera- 
tions of  the  business.  "Whereas  a  railroad  property  may 
be  expected  to  last  forever,  with  proper  allowance  for  up- 
keep and  maintenance,  the  property  of  mining  and  lum- 
bering companies,  for  example,  is  exhausted  with  opera- 
tion. Every  ton  of  coal  mined,  every  foot  of  timber  cut, 
decreases  the  security  of  the  bonds  issued  on  these  proper- 
ties. 

When,  therefore,  bonds  are  issued  by  corporations  oper- 
ating such  properties,  provision  must  be  made  to  set  aside 
a  fund  out  of  which  to  repay  the  bonds  as  the  property 
is  exhausted.  The  fund  set  aside  under  the  provisions  of 
a  corporate  mortgage  for  the  purpose  of  repayment  of 
outstanding  securities  is  called  a  sinking  fund.  Sinking 
funds  are  provided,  not  only  against  bond  issues  secured 
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by  so  called  'lasting  assets,"  but  also  against  bonds  is- 
sued by  companies  whose  business  is  not  plainly  of  an 
enduring  nature.  Real  estate  development  companies  and 
manufacturing  concerns  cannot  give  the  investor  positive 
assurance  that  some  years  from  the  time  the  bonds  are 
sold  the  original  value  of  the  property  will  be  intact  and 
the  business  prosperous.  Companies  of  this  type  must, 
therefore,  also  provide  for  the  repayment  of  their  debts 
out  of  their  annual  earnings. 

Sinking  funds  are  divided  into  two  classes :  first,  those 
which  consist  of  annual  payments  to  a  trustee,  and  second, 
those  which  provide  for  the  issue  of  serial  bonds  so  that 
a  certain  part  of  the  principal  matures  each  year  until 
the  entire  amount  is  repaid  within  the  term  named  in  the 
mortgage.  "When  the  sinking  fund  is  turned  over  to  the 
trustee,  he  may  employ  this  fund,  either  to  retire  bonds 
by  buying  them  in  the  open  market,  or  to  draw  by  lot 
bonds  for  redemption,  or  finally,  if  bonds  cannot  be  re- 
tired until  some  future  time,  to  invest  the  proceeds  of 
the  sinking  fund  for  the  benefit  of  the  bondholders. 

The  method  of  drawing  bonds  by  lot  for  retirement  is 
objectionable,  because  bondholders  must  be  constantly  on 
the  lookout  for  the  announcement  of  the  drawing  of  bonds 
for  retirement.  "When,  however,  bonds  are  bought  in 
the  open  market  by  the  trustee  with  the  proceeds  of  the 
sinking  fund,  it  will  tend  to  keep  up  the  market  price  of 
these  bonds,  and  thus  accrue  to  the  benefit  of  those  bond- 
holders who  may  be  compelled  to  sell  their  bonds.  The 
corporation  mortgage  specifies  the  maximum  price  which 
a  trustee  may  pay  for  bonds  bought  for  sinking  fund 
account  in  the  open  market.  When  these  bonds  are  bought 
by  the  trustee,  they  are  usually  canceled,  and  thereby 
the  equity  of  the  remaining  bondholders  in  the  corporate 
property  will  tend  to  increase. 

Bonds  issued  under  the  serial  plan  have  different  ma- 
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turities,  and  so  appeal  to  those  investors  who  want  short 
maturities  as  well  as  to  those  who  want  longer  investments. 
The  short  maturities  are  usually  sold  to  banks,  while  the 
longer  maturities  are  bought  by  individual  and  institu- 
tional investors. 

The  serial  bond  plan  is  that  of  an  exaggerated  sinking 
fund.  Under  this  plan  the  entire  bond  issue  will  be  re- 
paid at  definite  dates,  the  principal  of  the  debt  steadily 
and  rapidly  diminishing,  while  the  security  either  remains 
the  same,  or  if  it  depreciates,  as  for  example,  when  bonds 
are  issued  on  the  security  of  railway  equipment,  or  automo- 
biles, it  will  not  depreciate  as  rapidly  as  the  debt  is  paid 
off. 

In  order  not  to  overburden  a  new  company  with  too 
heavy  sinking  fund  charges,  it  is  customary  to  provide 
either  that  the  sinking  fund  provisions  will  not  become 
effective  until  after  several  years,  or  that  a  progressive 
amount  is  to  be  set  aside  every  year  for  the  purpose  of  re- 
tiring bonds.  If  sinking  fund  requirements  are  too  heavy 
in  the  early  years  of  a  company's  life,  this  may  seriously 
impair  its  possibility  or  success. 

Type  of  Businesses  That  Can  Borrow 

Not  all  types  of  business  furnish  adequate  security  for 
a  loan.  Bonds  issued  on  the  general  credit  of  a  company, 
such  as  debentures  and  income  bonds,  have  never  been 
attractive  to  American  investors.  When  definite  tangible 
property  or  property  rights  in  the  form  of  securities 
having  a  recognized  market  value  can  be  pledged, 
a  company  usually  experiences  no  difficulty  in  obtaining 
loans  from  investors.  The  proceeds  of  such  loans  can  be 
applied  to  the  development  of  business  property.  They 
are  commonly  spoken  of  as  capital  investments  or  invest- 
ments in  fixed  assets,  as  contrasted  with  commercial  loans 
made  by  banks  to  business  houses  for  purposes  of  provid- 
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ing  working  capital.  The  nature  of  working  capital,  as 
contrasted  with  fixed  capital,  will  be  explained  in 
Chapter  VIII. 

Industrial  and  manufacturing  concerns  ordinarily  can- 
not borrow  to  as  great  a  percentage  of  the  value  of  their 
property  as  can  railroads  and  public  service  companies. 
Industrial  and  manufacturing  concerns  are  usually  com- 
petitive enterprises,  and  their  possibility  of  success  is  de- 
pendent upon  their  ability  to  contest  effectively  with  other 
similar  enterprises.  The  possibility  of  failure  is  constantly 
hovering  over  them,  and,  as  previously  indicated,  success 
depends  largely  on  the  efficiency  of  their  managers. 

Kailroads  and  public  utilities,  however,  are  "safer 
risks"  for  the  investor.  Because  of  their  virtual  monop- 
olies in  their  respective  fields,  they  are  assured  of  greater 
stability  of  earnings  than  competitive  enterprises.  Fur- 
thermore, the  nature  of  the  products  they  sell — light, 
transportation,  water — is  such  that  the  demand  is  fairly 
constant  and  not  very  susceptible  to  a  change  in  price. 
When  a  manufacturer  of  fur  coats,  for  example,  discovers 
that  he  cannot  meet  his  expenses  with  his  selling  price,  it 
is  doubtful  if  a  higher  price  would  mean  more  income. 
People  might  substitute  other  types  of  garments  and  the 
fur  coat  manufacturer  might  find  that  his  higher  price 
was  actually  yielding  him  a  lower  income.  But  this  is 
not  the  case  with  public  utilities  and  railroads.  A  slight 
increase  in  the  street  car  fares  in  a  city  will  tend  to  yield 
a  proportionately  larger  income,  since  most  people  must 
use  this  type  of  transportation  to  reach  their  places  of 
business. 

An  advertisement  recently  appeared  in  the  street  cars 
of  Philadelphia  stating  that  four  out  of  five  people  in  the 
city  used  the  street  cars  to  reach  their  place  of  business, 
while  one  out  of  five  used  other  forms  of  transportation. 
The  possibility  of  charging  high  prices  on  the  part  of 


104        KUDIMENTS  OF  BUSINESS  FINANCE 

public  service  corporations  because  of  this  monopoly  posi- 
tion and  the  necessity  for  their  product,  has  led  to  the 
establishment  of  regulatory  Public  Service  Commissions 
in  most  states  of  the  Union,  as  well  as  the  Interstate  Com- 
merce Commission,  for  the  purpose  of  regulating  public 
service  enterprises.  "Where  these  commissions  have  charge 
of  establishing  rates  so  as  to  assure  investors  in  securities 
of  public  service  companies  a  reasonable  return  on  their 
investment,  the  securities  of  such  companies  prove  more 
attractive  than  those  of  competing  industrial  enterprises. 
The  monopoly  control  possessed  by  public  utilities,  the 
relative  permanence  of  their  property,  and  the  constant 
demand  for  their  product  are  influences  which  combine  to 
stabilize  earnings  and  afford  excellent  security  for  their 
bond  issues. 

We  may  thus  classify  enterprises  according  to  the  quality  of 
the  security  ■which  they  offer  for  an  issue  of  bonds.  Mining 
enterprises — coal,  iron,  copper,  lead — furnish  a  basis  for  bond 
issues  only  when  the  extent  of  the  resource  is  known.  When  a 
bed  of  coal  or  a  deposit  of  ore  has  been  surveyed  and  its  con- 
tents is  estimated,  it  furnishes  a  basis  for  a  bond  issue  up  to 
a  moderate  percentage  of  its  market  value.  Industrial  enter- 
prises until  recent  years  were  mortgaged,  as  a  rule,  only  when 
possessed  of  mineral  properties  or  valuable  real  estate.  The 
limit  of  bond  issues  in  these  cases  was  narrow  and  bears  a  close 
relation  to  the  selling  value  of  the  property.  Public  service 
corporations  operating  under  franchises  liberal  in  terms,  fur- 
nish excellent  security  for  bond  issues.  The  monopoly  of  street 
railway  or  gas  companies,  which  may  have  the  exclusive  right 
to  serve  the  consumer  for  a  term  of  years  at  prices  which  leave 
a  large  margin  over  the  cost  of  production,  is  so  perfect  that 
the  bondholder  runs  little  risk  by  lending  to  a  high  percentage 
of  the  cost  of  the  property.  Railroads,  before  the  War,  fur- 
nished what  was  considered  to  be  the  best  basis  of  bond  issues.^ 


^  E.  S.  Mead,  Corporation  Finance,  p.  94. 


BONDS  105 

In  recent  years,  a  great  variety  of  industrial  bonds  have 
been  issued,  but  it  is  doubtful  whether  they  can  attain 
the  security  value  of  well  selected  public  utility  and  rail- 
road bonds,  even  at  present  when  railroad  bonds  have  lost 
somewhat  in  favor  because  of  postwar  legislation  and  the 
growing  competition  of  motor  busses  and  motor  trucks, 
which  have  made  heavy  inroads  into  the  operating  rev- 
enues of  many  railroad  companies. 

Presentation  of  the  Financial  Plan — the  Prospectus 

"We  have  now  analyzed  the  customary  types  of  securities, 
stocks  and  bonds,  which  may  be  included  in  the  financial 
plan  of  a  new  company.  It  is  impossible  to  state  specif- 
ically the  particular  type  of  security  suited  for  a  particular 
kind  of  business.  The  proper  choice  of  security  or  se- 
curities to  be  included  in  the  financial  plan  must  be  left 
to  the  organizers  of  the  new  enterprise.  There  are,  how- 
ever, certain  well  recognized  principles  which  may  serve 
as  guides  to  the  management  in  preparing  its  financial 
plan. 

1.  A  careful  study  should  be  made  of  the  financial 
plan  of  similar  competing  enterprises  which  are  established 
and  have  a  record  of  successful  operation.  The  financial 
statements  of  many  industrial  enterprises  are  published 
from  time  to  time  in  such  journals  as  the  Commercial  and 
Financial  Chronicle,  a  weekly  publication,  and  in  Poor 
and  Moody's  Manual  of  Industries  published  annually. 

2.  The  financial  plan  should  be  prepared  with  a  view 
to  keeping  down  initial  capital  charges.  Most  businesses 
before  becoming  established  have  to  pass  through  a  starva- 
tion period  and  many  perish  in  their  infancy,  because  of 
inadequate  nourishment.  If  at  all  possible,  new  enter- 
prises should  endeavor  to  keep  fixed  charges  at  their  lowest 
point,  and  therefore  avoid  borrowing  on  mortgage  until 
their   earning   power  has  been   demonstrated.     If   prior 
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claims  on  earnings  are  a  necessary  condition  to  obtaining 
capital,  corporations  should  adopt  cumulative  preferred 
stock,  rather  than  bonds,  in  their  financial  plan.  The 
dividends  on  such  securities  may  be  suspended  if  necessary 
without  causing  business  insolvency. 

3.  When  property  and  services  are  to  be  exchanged 
for  stock  in  the  company,  these  should  be  carefully  ap- 
praised and  not  paid  for  at  excessive  prices  by  inflating  the 
capitalization.  If  no  par  value  securities  are  given  in  ex- 
change for  property  or  services,  caution  should  be  exer- 
cised so  that  a  disproportionate  amount  of  the  earnings 
will  not  accrue  to  those  shares  which  were  exchanged  for 
property  and  services.  Careful  appraisal  of  the  property 
is  essential,  if  no  par  value  stock  is  issued  in  exchange  for 
it,  as  well  as  if  shares  having  a  definite  par  value  are 
given  in  payment.  Even  though  the  issue  of  no  par  value 
stock  may  avoid  the  charge  of  overcapitalization,  it  may 
nevertheless  cause  considerable  injustice  if  excessive 
claims  on  earnings  are  given  to  those  who  have  paid  for 
their  shares  with  property  and  services,  rather  than  with 
cash. 

4.  Adequate  provision  should  be  made  in  the  financial 
plan,  not  merely  for  the  necessary  funds  to  obtain  control 
over  fixed  assets  but  also  to  provide  the  initial  working 
capital.  At  least  forty-five  days,  and  sometimes  a  much 
longer  time,  ordinarily  elapses  before  proceeds  are  realized 
from  sale  of  product.  It  is,  therefore,  very  important  that 
provision  for  working  capital  should  be  included  in  the 
financial  plan. 

5.  The  capital  requirements  should  be  carefully  studied 
and  adequate  allowance  made  for  possible  emergencies, 
so  that  the  organizers  or  managers  will  not  be  compelled 
to  appeal  to  the  stockholders  for  additional  funds  in  order 
to  finish  the  new  project.  If  all  the  funds  are  not  neces- 
sary at  one  time,  stock  may  be  made  payable  in  install- 


BONDS  107 

ments  or  may  be  made  assessable;  the  assessments,  until 
the  stock  is  fully  paid,  being  made  subject  to  call  at  the 
discretion  of  the  directors.  It  is  usually  difficult  to  in- 
duce stockholders  to  subscribe  to  additional  shares  in 
their  company  when  they  discover  the  need  of  additional 
capital  funds  has  arisen  from  miscalculation  of  the  man- 
agement. They  are  apt  to  lose  faith  in  the  project  along 
with  the  loss  of  confidence  in  the  management. 

When  the  financial  plan  has  been  dcA'eloped,  it  is 
presented  to  the  prospective  investors  in  the  form  of  a 
prospectus.  A  prospectus  is  a  statement  setting  forth  the 
nature  of  the  business,  its  history,  its  possible  earning 
power,  the  use  to  which  the  capital  funds  are  to  be  put, 
the  security  offered,  and  the  kinds  and  amounts  of  securi- 
ties to  be  issued.  It  usually  includes  statements  of  ac- 
countants, appraisers,  and  banking  houses  to  the  effect 
that  the  facts  as  set  forth  in  the  prospectus,  appear  to  be 
correct. 

Not  all  prospectuses,  however,  present  merely  the  facts 
pertaining  to  the  proposed  enterprise.  At  times  promoters 
allow  their  imagination  to  run  wild  and  paint  rosy  word 
pictures  of  large  profits  and  huge  fortunes.  A  person  of 
average  intelligence,  however,  should  not  experience 
difficulty  in  distinguishing  between  a  prospectus  issued 
by  a  sound  business  enterprise,  and  one  presented  by  a 
highly  speculative  concern. 

Summary 

Business  men  borrow  funds  to  get  control  of  business 
property,  to  develop  an  enterprise,  and  to  carry  on  their 
business  until  they  can  realize  income  from  the  sale  of 
product.  They  transfer  the  legal  title  to  the  property  to 
the  lender  by  mortgaging  it.  A  mortgage  is  a  written 
instrument  for  the  conveyance  of  real  or  personal  prop- 
erty  by  a    debtor   to    a    creditor    or    his    representatives 
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to  insure  the  performance  by  the  debtor  of  his  prom- 
ise to  pay  interest  and  principal  as  it  matures.  When 
real  property  is  mortgaged,  the  debtor  obligates  himself 
(1)  to  pay  interest  and  principal  when  due;  (2)  to  keep 
the  mortgaged  property  in  a  normal  state  of  repair;  (3) 
to  insure  the  property  adequately.  "When  securities  are 
pledged  under  a  mortgage  they  are  actually  transferred 
to  the  representative  of  the  bondholders — ^the  trustee. 

A  corporation  bond  is  a  promissory  note.  A  copy  of 
the  bond  is  contained  in  the  mortgage  under  which  the 
bond  is  issued.  Bonds  may  be  either  coupon  bonds  or 
registered  bonds.  It  is  important  that  each  bond  issued 
under  a  mortgage  shall  have  the  trustee's  certificate  at- 
tached to  it. 

A  corporation  mortgage  contains:  (1)  the  preamble;  (2) 
the  granting  clause;  (3)  the  procedure  in  case  of  default; 
and  (4)  a  statement  of  the  responsibilities,  liabilities,  and 
compensation  of  the  trustees.  The  following  restrictions 
are  common  in  case  bonds  are  reserved  for  future  issue 
under  a  corporation  mortgage:  (1)  The  amount  to  be  is- 
sued in  any  one  year  is  limited;  (2)  proceeds  from  sale 
of  additional  bonds  must  be  applied  to  additions  and  im- 
provements; (3)  issues  are  restricted  to  a  certain  per- 
centage of  the  value  of  the  additions;  and  (4)  the  earnings 
of  the  company  must  show  a  substantial  margin  over  in- 
terest and  fixed  charges. 

In  addition  to  bonds  secured  by  a  first  mortgage  on  real 
property,  corporations  also  issue  collateral  trust  bonds, 
debentures,  and  income  bonds.  Such  expressions  as  prior 
lien  mortgage  bonds,  general  mortgage  bonds,  adjustment 
mortgage  bonds,  consolidated  mortgage  and  refunding 
mortgage  bonds,  are  employed  to  characterize  the  security 
underlying  various  bond  issues. 

Business  enterprises  which  are  but  temporary,  whose 
assets  are  depreciating  or  whose  property  is  depleted  with 
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use,  should  make  ample  provision  for  repayment  of  bonds 
out  of  earnings  by  establishing  sinking  funds. 

Sinking  funds  are  divided  into  two  classes;  (1)  those 
consisting  of  annual  payments  to  a  trustee,  and  (2)  those 
providing  for  the  issue  of  serial  bonds.  When  the  sinking 
fund  is  turned  over  to  a  trustee  he  may  employ  it  (1)  to 
retire  bonds  by  lot  or  by  buying  them  in  the  open  market ; 
(2)  to  invest  the  proceeds  of  the  sinking  fund  for  the 
benefit  of  the  bondholders.  Bonds  bought  by  a  trustee  with 
the  proceeds  of  the  sinking  fund  are  usually  canceled. 

Industries  whose  business  is  of  a  permanent  nature, 
and  who  have  stable  earnings  by  virtue  of  their  monopoly 
control  of  an  essential  industry,  can  offer  the  best  security 
for  bond  issues. 

When  the  financial  plan  has  been  developed,  it  is  pre- 
sented to  the  investors  in  the  form  of  a  prospectus,  which 
is  a  statement  setting  forth  the  nature  of  the  business,  its 
history,  its  possible  earning  power,  and  the  use  to  which 
the  capital  funds  are  to  be  put.  In  preparing  the  finan- 
cial plan,  enterprises  should  be  guided  by  the  experiences 
of  competitive  enterprises.  They  should  strive  to  keep 
down  initial  capital  charges,  make  adequate  provision  for 
working  capital  and  for  possible  emergencies,  and  not  over- 
value property  and  services  given  in  exchange  for  stock 
of  the  company. 

Guide  Questions 

1.  Why  do  business  men  resort  to  borrowing  funds? 

2.  What  is  a  mortgag'e? 

3.  What  obligations  does  a  debtor  assume  when  he  mort- 
gages his  property? 

4.  What  are  corporation  bonds'? 

5.  Why  do  eoriDoratious  issue  mortgage  bonds? 

6.  What  are  the  chief  provisions  of  a  corporation  mortgage? 

7.  How  may  future  bond  issues  be  provided  for  by  a  cor- 
poration? 
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8.  Under  what  conditions  may  additional  bonds  be  issued 
under  an  open-end  mortgage? 

9.  Wliat  are  debenture  bonds? 

10.  What  speculative  feature  may  be  attached  to  debenture 
bonds? 

11.  What  other  types  of  bonds  are  issued  by  corporations? 

12.  Why    is    provision    for    repayment   of    corporate    debts 
necessary  ? 

13.  What  types  of  corporations  may  continue   their  debts 
indefinitely  ? 

14.  What  types  of  corporations  should  provide  for  repayment 
of  debts? 

15.  What  are  sinking  funds?    Into  what  two  classes  are  they 
divided? 

16.  How  may  the  trustee  dispose  of  the  proceeds  of  the  sink- 
ing fund? 

17.  What  types  of  businesses  can  safely  borrow  funds? 

18.  How  is  the  fijiancial  plan  presented  to  the  investors? 

19.  What   principles   should   guide   the   management   of    an 
enterprise  in  preparing  its  financial  plan? 


CHAPTER  yil 
MAEKETING  SECURITIES 

Providing  Funds  for  Business  Development 

The  initial  capital  funds  obtained  from  the  original 
subscribers  to  the  stock  of  a  corporation  are,  as  a  rule, 
insufficient  to  meet  all  the  capital  requirements.  Addi- 
tional funds  are  needed,  noli  merely  to  develop  the  proj- 
ect, but  also  to  operate  the  enterprise  until  proceeds  from 
sale  of  product  are  forthcoming.  Furthermore,  funds 
are  constantly  required  by  prosperous  enterprises  to  fi- 
nance expansions.  These  additional  funds  are  usually  ob- 
tained by  the  sale  of  securities.  The  nature  of  the  securi- 
ties which  may  be  issued  by  different  types  of  companies 
has  been  explained  in  the  preceding  chapters. 

Selling  Securities  to  Present  Stockholders 

Four  different  methods  of  marketing  new  securities  may 
be  employed  by  a  corporation  in  order  to  obtain  new  capi- 
tal funds.  In  the  first  place,  the  securities  may  be  sold 
to  the  present  stockholders  or  to  others  who  are  familiar 
with  the  business  in  question  and  who  desire  to  invest  in 
it ;  second,  they  may  be  sold  to  the  public  at  large ;  third, 
they  may  be  sold  to  a  banking  house  which  will  in  turn 
sell  them  with  the  cooperation  of  other  investment  bankers 
by  forming  an  underwriting  syndicate;  and  fourth,  they 
may  be  sold  to  banking  and  brokerage  houses  which  will 
dispose  of  them  on  the  security  exchanges  in  different 
cities. 

Ill 
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The  first  of  these  methods  may  be  successfully  employed 
by  small  corporations  where  the  stock  is  closely  held  by  a 
small  group,  frequently  by  the  members  of  a  single  family. 
If  it  is  intended  to  keep  the  ownership  of  the  corpora- 
tion in  the  family,  the  problem  of  raising  additional  funds 
becomes  a  family  affair.  It  merely  involves  the  advancing 
of  the  required  funds  on  the  part  of  the  present  owners 
of  the  company  in  exchange  for  the  securities  of  the  cor- 
poration. But  those  who  buy  additional  securities  even 
in  a  closed  corporation  should  not  forget  that  a  legal 
consideration  must  be  involved  in  their  purchase  of  addi- 
tional stock.  Unless  this  is  done  creditors  may  recover 
from  stockholders  in  case  of  insolvency.  If,  for  example, 
a  closed  corporation  were  to  issue  $100,000  additional  par 
value  full-paid  shares  to  the  members  of  a  family  in  ex- 
change for  $10,000  in  actual  cash  and  no  other  considera- 
tion, creditors  could  recover  from  the  stockholders,  in  case 
of  insolvency,  the  amount  due  them,  to  the  extent  that  the 
stock  was  not  fully  paid.  There  would  be  no  such  liability, 
however,  if  the  additional  stock  issued  were  no  par  value 
stock. 

Rights  to  Subscribe  to  New  Stock 

Large  corporations  will  also  sell  their  securities  directly 
to  their  stockholders  for  the  purpose  of  raising  additional 
funds.  Stockholders  have  a  legal  right  to  subscribe  to 
additional  shares  of  their  company  before  any  such  shares 
are  offered  to  the  public  at  large  for  sale.  The  price  at 
which  they  buy  the  additional  stock  is  usually  below  the 
market  price  of  the  security.  The  difference  between  the 
market  price  and  the  price  at  which  new  securities  are 
sold  to  stockholders  of  record  on  a  certain  date  is  called  a 
privilege  to  stockholders,  and  the  right  to  subscribe  to 
additional  shares  is  called  a  subscription  privilege  or 
right. 
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If  a  stockholder  is  not  in  a  position  to  take  advantage 
of  the  rights  granted  him  to  subscribe  to  additional  stock, 
he  may  sell  the  rights  to  some  one  else.  If  the  stock  is 
"listed,"  that  is,  dealt  in  on  one  of  the  stock  exchanges, 
the  value  of  these  rights  will  be  carefully  computed  by 
experts.  The  amount,  thus  determined,  will  be  listed  as 
the  initial  selling  price  of  the  rights  on  the  exchange. 
Speculative  interests,  as  well  as  general  market  conditions, 
will  tend  to  influence  the  market  price  of  rights  after 
they  have  once  been  "listed."  The  price  of  the  rights  may, 
therefore,  fluctuate  several  points  in  a  single  day. 

A  simple  method  of  computing  the  value  of  rights  to 
subscribe  to  additional  stock  is  as  follows:  let  us  assume 
John  Brown  owns  100  shares  of  the  common  stock  of  the 
Philadelphia  Electric  Companj^  par  value  $25  per  share. 
This  stock  has  been  paying  regular  dividends  since  1902, 
the  rate  being  raised  to  8  per  cent  on  June  15,  1922.  The 
company  has  been  financing  its  expansion,  in  part,  by  sell- 
ing stock  at  par  to  its  shareholders.  At  present,  it  is  sug- 
gested that  additional  rights  may  soon  be  issued  to  pro- 
vide further  capital  funds  to  finance  the  development  of 
the  Conowingo  Hydro-Electric  Power  Project.  The  com- 
mon stock,  listed  on  the  Philadelphia  Stock  Exchange,  is 
actively  selling  around  $40  per  share. 

If,  now,  the  company  were  to  make  a  50  per  cent  stock 
allotment,  what  would  be  the  value  of  John  Brown 's  rights 
to  subscribe  to  new  shares  at  par  ?  His  present  100  shares 
have  a  market  value  of  $4,000.  He  will  be  permitted  to 
subscribe  to  50  shares  additional  at  par,  representing  a 
further  investment  of  $1,250.  He  will,  therefore,  figure 
as  follows: 

Market  price  of  100  shares,  before  allotment  is  made.    $4,000 
Cost  of  50  shares  on  privileged  subscriptions 1,250 


Total  purchase  price  of  150  shares $O;250 
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This  makes  the  price  per  share  equal  to  $35.  The  value 
of  John  Brown's  subscription  privilege  per  share  would, 
therefore,  tend  to  be  equal  to  one  half  the  difference  be- 
tween $35  and  $25  or  $5  per  share  (the  assumed  allotment 
being  50  per  cent).  John  Brown,  could,  therefore,  realize 
approximately  $500  on  the  sale  of  his  rights  to  subscribe 
under  the  assumed  conditions,  and  a  person  who  bought 
the  rights  to  subscribe  to  150  shares  of  the  stock  would 
pay  $1,500  for  the  rights  and  $3,750  for  150  shares,  bought 
at  par  with  the  rights,  making  the  total  cost  of  150  shares 
$5,250.  As  stated  above,  the  value  of  rights  may  fluctuate 
considerably  due  to  market  influences  constantly  operat- 
ing. But  without  any  disturbing  influences,  the  market 
price  of  rights  will  tend  to  be  fixed  as  indicated  in  the 
foregoing  illustration. 

Sometimes,  stockholders  receiving  the  rights  to  subscribe 
to  new  shares  may  not  be  able  to  finance  the  buying  of  all 
the  shares  allotted  to  them.  They  can,  therefore,  sell  a 
portion  of  their  rights  and  with  the  proceeds  buy  new 
shares  at  par.  If,  for  example,  John  Brown  were  to  sell 
the  rights  to  subscribe  to  42  shares  at  approximately  $200, 
he  could  purchase  the  remaining  8  shares  of  his  allotment 
with  the  profits  made  on  the  sale  of  42  shares.  This  would 
be  equivalent  to  receiving  8  shares  of  stock  free.  The  high 
business  rating  of  his  company,  causing  the  stock  to  sell 
at  a  premium  in  the  market,  has  made  this  possible. 

Expediency  of  Making  Stock  Allotments 

Directors  of  corporations  like  to  issue  subscription  priv- 
ileges to  the  stockholders  because  it  creates  a  feeling  of 
good  will  toward  the  company  on  the  part  of  the  owners 
of  the  company.  Stockholders,  who  receive  the  rights, 
feel  that  they  are  getting  something  for  nothing.  Still, 
the  method  of  selling  stock  below  the  market  price  to 
stockholders  has  been  objected  to  on  the  ground  that  it 
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encourages  speculative  activity  rather  than  safe  and  pru- 
dent investment.  At  present,  for  instance,  many  stocks 
are  listed  on  the  exchanges  at  market  prices  considerably 
above  the  price  which  yields  a  fair  return  on  the  invest- 
ment. Those  who  buy  such  stock  are  often  speculating  on 
the  possibility  of  new  financing  by  means  of  stock  allot- 
ments at  prices  below  the  present  market  price.  The  value 
of  the  rights  will  largely  depend  upon  the  extent  of  the 
new  allotments,  and  this  rests  primarily  with  the  manage- 
ment of  the  corporation.  When,  however,  authorization  to 
increase  the  capitalization  must  be  obtained  from  the  state, 
the  consent  of  the  stockholders  is  likewise  necessary. 

Sale  of  Stock  to  Employees 

In  recent  years  many  corporations  have  provided  funds 
for  corporate  expansion  by  selling  their  securities  to  their 
employees.  The  extent  and  significance  of  employee  owner- 
ship of  industry  will  be  discussed  in  greater  detail  in  the 
concluding  chapter. 

It  is  now  common  to  permit  employees  to  pay  for  stock 
in  their  company  in  installments,  deductions  being  made 
each  week  from  their  wages  by  way  of  payment-  Some 
companies  set  aside  a  fund  out  of  earnings  which  is  ap- 
plied to  the  payment  of  employees'  stock.  This  stock  is 
then  given  to  those  who  have  rendered  faithful  services 
over  a  period  of  years.  By  making  allotments  to  em- 
ployees, the  workers  in  industry  are  given  a  share  in  the 
profits  of  the  business.  This  stimulates  an  interest  in  the 
financial  success  of  "their"  company  and  increases  the 
employees'  loyalty  and  contentment,  A  genuine  spirit 
of  cooperation  is  often  developed  between  management 
and  employees  as  a  result  of  this  policy  of  employee 
ownership. 

Stock  issued  to  employees  in  a  corporation  does  not  al- 
ways give  the  holder  the  right  to  vote  for  directors.     At 
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times  it  is  provided  in  the  contract  that  if  the  employee 
leaves  the  company,  his  stock  must  first  be  offered  for  sale 
to  the  corporation  which  has  issued  it.  This  provision  is 
made  to  keep  the  ownership  of  the  enterprise  vested  in 
those  who  are  actively  connected  with  it. 

Sale  of  Securities  to  the  Public  at  Large 

The  problem  of  interesting  the  public  at  large  in  a 
security  issue  of  a  corporation  can  be  approached  as  fol- 
lows :  first,  a  list  of  prospective  buyers  must  be  procured ; 
second,  these  prospects  must  be  approached  and  their 
interest  in  the  project  aroused;  third,  they  must  be  in- 
duced to  invest. 

Sound  enterprises  to-day  do  not  ordinarily  resort  to 
advertising  to  procure  the  names  of  prospects.  This 
method  is  employed  chiefly  by  those  who  are  promoting 
doubtful  ventures.  Not  only  does  this  method  prove  very 
expensive,  but  it  may  also  reflect  unfavorably  on  the  stand- 
ing of  the  enterprise  employing  it.  Sending  out  circular 
letters  indiscriminately  to  long  lists  of  persons  whose 
names  and  addresses  are  at  times  taken  from  cit}^  or  tele- 
phone directories  is  also  objectionable,  because  it  tends 
to  arouse  suspicion  among  those  who  receive  the  circular 
that  the  concern  sending  them  is  possibly  in  financial 
difficulties,  or  is  a  fraudulent  enterprise.  Furthermore, 
postal  authorities  will  interfere  with  any  abuse  of  the  mails 
by  unscrupulous  promoters. 

Personal  solicitation  may  also  be  employed  to  discover 
prospective  investors.  Salesmen  are  constantly  at  work 
seeking  investors  in  corporate  securities,  and,  if  they  have 
any  ability,  they  ordinarily  do  not  experience  great  diifi- 
culty  in  discovering  new  prospects.  But  it  is  becoming 
increasingly  difficult  to  interest  the  public  at  large  in 
corporate  securities  either  by  advertising,  circular  letters, 
or  by  personal  solicitation. 
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There  are,  moreover,  definite  objections  to  the  direct 
sale  of  securities  to  the  general  public  from  the  viewpoint 
of  the  concerns  making  such  offers.  In  addition  to  the 
expenses  of  advertising  and  selling,  corporations  run  the 
risk  of  not  being  able  to  dispose  of  a  sufficient  number  of 
their  securities  to  finance  their  project.  Again,  funds  are 
usually  needed  at  a  specific  time,  and  may  not  be  available 
when  needed  if  the  corporation  attempts  to  sell  its  securi- 
ties direct. 

In  spite  of  the  objections  to  direct  sale  of  securities  by 
large  companies,  new  issues  are  offered  directly  from  time 
to  time.  In  November,  1924,  the  New  York,  New  Haven 
and  Hartford  Railroad,  for  instance,  announced  the  direct 
issue  of  $23,000,000  fifteen-year  6  per  cent  bonds  to  refund 
a  maturing  loan.  This  issue,  however,  was  offered  direct 
only  with  the  assurance  that  large  industrial  concerns, 
financial  institutions,  and  the  company's  stockholders 
would  subscribe  to  the  new  bonds.  The  company's  state- 
ment of  November  25,  1924,  contained  the  following  clause : 
**  Assurances  of  subscriptions  have  been  given  by  large 
industrial  concerns  whose  continued  prosperity  is  insepar- 
ably linked  and  dependent  upon  a  policy  of  improvements 
and  betterments  which  will  insure  a  continuation  of  ade- 
quate transportation  facilities.  Subscriptions  have  also 
been  made  by  financial  institutions  and  the  company's 
own  stockholders  and  directors,  who  are  confident  of  the 
soundness  and  value  of  the  security  offered  and  of  the 
ability  of  the  company  to  meet  all  its  obligations."  Such 
assurances,  where  obtainable,  largely  remove  the  uncer- 
tainties connected  with  marketing  of  securities  direct. 
As  a  matter  of  fact,  the  procedure  of  the  New  York,  New 
Haven  and  Hartford  was  closely  analogous  to  the  organiza- 
tion of  its  own  underwriting  sjmdicate,  for  the  new  bonds 
were  not  issued  direct,  without  practical  guarantee  of  pur- 
chase on  the  part  of  financial  interests. 
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Sale  of  Securities  through  Investment  Bankers 

An  investment  bank  is  an  institution  organized  for  the 
purpose  of  aiding  in  the  disposal  of  securities  among  in- 
vestors. Some  investment  bankers  deal  only  in  specific 
types  of  securities,  such  as  public  utility  stocks  and  bonds, 
real  estate  bonds,  municipal  bonds  and  the  like.  Others, 
less  specialized,  handle  all  types  of  securities.  Some  buy 
and  sell  securities  listed  on  the  exchanges,  others  deal  in 
unlisted  securities.  Some  act  as  wholesalers  of  securities, 
disposing  of  their  securities  among  banking  houses;  others 
sell  to  individual  investors. 

It  is  unessential,  in  an  elementary  treatise,  to  differen- 
tiate among  all  these  different  types  of  investment  banking 
institutions.  In  the  final  analysis,  they  all  serve  the  same 
purpose.  They  aid  in  the  marketing  of  securities  by  bring- 
ing investments  and  investors  together. 

Investment  bankers  will  buy  corporate  securities  at 
specific  prices,  and  make  payments  as  agreed  in  the  pur- 
chase contract.  In  consequence,  companies,  which  dispose 
of  their  securities  by  selling  them  to  an  investment  banker, 
know  precisely  how  much  a  security  issue  will  cost  them, 
how  much  cash  they  are  going  to  realize  on  the  sale,  and 
when  they  are  going  to  receive  payment.  They  can  there- 
fore arrange  their  financial  plan  accordingly.  All  the  un- 
certainty incidental  to  direct  sale  of  securities  by  the  com- 
pany is  eliminated. 

The  Underwriting  Syndicate 

The  underwriting  syndicate  is  a  voluntary  and  tempo- 
rary association  of  individuals,  firms,  or  corporations 
which  is  formed  by  a  syndicate  manager,  usually  a  bank- 
ing firm,  to  assist  in  guaranteeing  the  sale  of,  or  in  pur- 
chasing a  security  issue.  Most  large  flotations  of  securi- 
ties require  the  aid  of  the  underwriter,  who  insures  or 
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guarantees  the  sale  of  securities.  The  underwriter  agrees 
either  to  purchase  certain  securities  at  a  price,  or  to  guar- 
antee their  sale  within  a  certain  time,  at  a  certain  price. 
Having  made  such  an  agreement  with  the  corporation,  he 
proceeds  to  associate  others  with  himself  by  promoting  the 
underwriting  syndicate.  The  banking  house  which  makes 
the  original  agreement  with  the  corporation  becomes  the 
syndicate  manager,  and  the  other  financial  houses  which 
join  in  guaranteeing  the  sale  of,  or  the  purchase  of  the 
securities  are  the  members  of  the  syndicate. 

The  syndicate  manager  proceeds  to  invite  the  banking 
houses  to  join  him  in  underwriting  a  certain  security  issue. 
The  banks  who  join  the  syndicate  will  indicate  the  extent 
to  which  they  are  willing  to  participate,  and  when  the 
syndicate  manager  has  received  all  the  subscriptions  from 
the  banking  houses  which  have  been  invited  to  join  the 
syndicate,  he  allots  these  subscriptions. 

After  he  has  made  the  allotment  as  he  sees  fit,  he  sends 
to  each  subscriber  a  copy  of  the  syndicate  agreement,  which 
the  subscriber  signs,  and  opposite  each  name  he  places  the 
amount  of  his  allotment.  The  subscriber  is  then  bound  by 
the  conditions  of  the  agreement  but  only  for  an  amount 
equal  to  his  subscription.  The  following  is  a  simple  syn- 
dicate agreement. 

Guaranty  Trust  Company 

New  York  City 
Confidential 

New  York  City,  July  27,  1925 

Smith  Brothers  and  Company 
Investment  Bankers 
Cleveland,  Ohio 

Dear  Sirs: 

Purchase  Subject  to  issue  as  planned  and  to  approval  by 

our   counsel   as   to   legalities,   we   have   agreed    to 
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purchase  an   issue   of   $10,000,000   first   mortgage, 
five  per  cent  gMjld  bonds  of  the  Cross  County  Elec- 
tric  Company,   due   January  first,  1946,  fully  de- 
scribed in  the  enclosed  circular. 
Syndicate  We  are  forming  a  syndicate,  in  which  we  shall 

Terms  participate,  to  purchase  these  bonds  from  ourselves 

at  95%  and  interest,  which  includes  a  profit  to  us. 
"We  have  reserved  for  you  a  participation  of  $100,- 
000  in  this  syndicate.  This  participation  repre- 
sents your  total  liability  in  the  syndicate  and  is 
not  to  be  reoffered  or  subdivided  by  you.  Your 
liability  will,  however,  be  reduced  by  the  amount 
of  bonds  withdrawn  by  you  in  accordance  with 
the  terms  hereof. 

Based  upon  your  participation,  you  will  receive 
$100,000  firm  bonds,  the  sale  of  which  will  be  con- 
fined to  you  upon  your  acceptance  of  this  partici- 
pation. There  will  be  no  bonds  available  for  al- 
lotment on  additional  subscription. 

The  public  offering  price  will  be  ....  %  and  in- 
terest yielding  about  ....%.  Offerings  may  be 
made  immediately  upon  acceptance  of  your  partici- 
pation, and  shall  be  made  when,  as,  and  if  issued 
.and  subject  to  approval  of  the  issue  by  our  counsel. 
A  selling  commission  of  ....  %  will  be  allowed 
participants  upon  confirmed  sales.  Of  this  com- 
mission, a  concession  of  ....  %  may  be  allowed 
brokers,  banking  institutions  and  insurance  com- 
panies. Members  of  the  syndicate  may  trade  in 
the  bonds  between  themselves  at  ....  %  and  in- 
terest less  the  selling  commission  of  ....%. 
Bepur-  At  their  discretion,  the  Managers  may  call  upon 

chase  participants  to  take  up  and  pay  for  bonds  origi- 

Idahility  nally  delivered  to  them  which  subsequently  have  been 
repurchased  at  or  below  the  issue  price,  or  they 
may  penalize  said  participants  the  amount  of  the 
Selling  Commission  upon  the  repurchased  bonds. 
Acceptance  Acceptance  of  your  participation  and  withdrawal 
of  firm  bonds  must  be  communicated  to  us  by  Au- 
gust 15,  1925. 
Delivery  Delivery  will  be  made  in  the  form  of  Interim 


Firm 
Bonds 


Offering 
Terms 
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Expiration 
Date 


Circulars 
and 

Advertise- 
ment 


Receipts  on  or  about  September  first,  against  pay- 
ment in  Philadelphia  or  New  York  funds  at  95% 
■and  interest,  less   ....%. 

The  syndicate  will  expire  January  15,  1926,  or 
'at  such  earlier  date  as  the  Syndicate  Managers 
may  determine,  or  may  be  extended  for  a  period 
not  to  exceed  sixty  days.  The  balance  of  Selling 
Commission  and  syndicate  profits,  less  expenses, 
will  be  payable  at  the  close  of  the  Syndicate. 

Circulars  bearing  the  imprint  of  the  Syndicate 
Managers,  or  in  blank,  will  be  furnished  in  reason- 
able amounts.  Banks  and  Insurance  Companies 
will  be  circularized  by  the  Managers.  Participants 
are  requested  not  to  advertise  the  issue  until  the 
advertisement  by  the  Managers  has  appeared. 

If  you  desire  the  participation  that  has  been  re- 
served for  you,  kindly  sign  and  return  promptly 
the  enclosed  duplicate  to  us. 

GUARANTY  TRUST  COMPANY 

Syndicate  Managers 
By:  H.  R.  Kirk 


Guaranty  Trust  Company 
New  York  City 

Dear  Sirs: 

The  undersigned  hereby  accepts  the  participa- 
tion in  the  above  syndicate  under  the  terms  and 
conditions  as  stated. 

SMITH  BROTHERS  AND  COMPANY, 
By:  H.  G. 


Underwriting  syndicates  make  possible  the  successful 
flotation  of  huge  issues  of  securities.  Practically  every 
important  banking  house  in  the  United  States,  for  instance, 
participated  in  the  SA'ndicate  which  underwrote  the  half 
billion  dollar  Anglo-French  Loan  in  1915.  Established 
corporations,  as  a  rule,  experience  little  difficulty  in  sell- 
ing their  securities,  to  provide  funds  for  new  financing,  to 
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investment  bankers,  who  form  underwriting  s^^ndicates  to 
guarantee  the  sale  of  the  securities  to  the  investing  pub- 
lic. 

Listing  Securities  on  the  Exchanges 

Many  enterprises  have  their  securities  "listed"  on  the 
various  exchanges  of  the  country.  To  "list"  means  to 
admit  a  security  to  the  right  of  being  traded  in  on  the 
exchange.  Listing  usually  gives  the  securities  ready  mar- 
ketability, and  makes  them  more  desirable  as  collateral  for 
loans.  When  companies  float  new  issues  of  securities 
through  an  investment  banker,  steps  will  frequently  be 
taken  immediately  to  have  the  securities  listed  on  an  ex- 
change. A  large  amount  of  information  must  be  given 
concerning  the  company  before  these  will  be  admitted  to 
the  exchange.  This  information  must  cover  the  following 
points;  (1)  all  the  information  ordinarily  contained  in  the 
corporate  charter;  (2)  a  complete  history  of  the  company 
together  with  recent  financial  statements;  (3)  an  indica- 
tion of  the  purpose  of  the  new  flotation  to  be  listed.  In 
addition,  the  application  must  be  accompanied  by  all  legal 
documents  covering  the  proposed  issue  of  securities.  The 
stock  list  committee  passes  on  the  application  and,  if  ap- 
proved, the  securities  are  listed  upon  the  boards  of  the 
exchange.  A  nominal  charge  is  made  for  the  privilege, 
which  must  be  enclosed  with  the  application.  For  the  New 
York  Stock  Exchange  this  charge  is  $100  for  each  $1,000,- 
000  or  portion  thereof  of  each  class  of  securit}^,  and  the 
same  amount  for  each  block  of  10,000  shares  having  no 
par  value. 

Small  corporations,  to  be  sure,  do  not  avail  themselves 
of  the  elaborate  machinery  developed  for  the  purpose  of 
marketing  securities  on  a  large  scale.  Nevertheless,  it  is  to 
their  advantage  wherever  their  business  is  large  enough, 
to  solicit  the  support  of  banking  institutions  in  the  early 
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stages  of  their  development.  This  will  assure  them  of 
financial  support,  when  they  need  it  in  their  growth,  from 
those  institutions  which  have  been  developed  primarily  for 
the  purpose  of  aiding  the  financial  development  of  industry. 
The  business  enterpriser  who  thinks  that  he  can  do  his 
financing  without  the  assistance  of  the  banking  institutions 
is  inviting  trouble.  Banks  perform  a  very  timely  and 
necessary  function  in  our  modern  industrial  organization. 
This  is  equally  true  of  investment  banks  and  of  commercial 
banks.  The  functions  of  commercial  banks  will  be  analyzed 
in  the  next  chapter. 

Classes  of  Investors  in  Corporate  Securities 

The  investors  in  corporate  securities  may  be  divided  into 
three  classes:  (1)  those  who  are  willing  to  take  a  maximum 
risk  with  their  funds,  in  anticipation  of  large  profits;  (2) 
those  who  will  take  a  moderate  amount  of  risk  but  who, 
at  the  same  time,  want  some  security  for  their  investment 
and;  (3)  those  who  are  willing  to  forego  large  profits,  and 
who  prefer  securit}'  of  principal,  together  with  a  moderate 
rate  of  return  on  their  investment. 

To  meet  the  demands  of  these  various  classes  of  invest- 
ors, financial  managers  of  corporate  enterprises  have  de- 
veloped different  classes  of  securities,  attractive  to  each 
class.  Common  stock  in  new  enterprises — banks,  automo- 
bile manufacturing  companies,  land  development  compa- 
nies, and  the  like — appeal  to  the  first  class  of  investors. 
Preferred  stock,  debenture  bonds,  or  even  common  stock 
with  a  long  dividend  record  offer  the  proper  inducement 
to  the  second  class  of  investors.  Public  utilitj'-  and  rail- 
road bonds  as  well  as  government  securities  appeal  to  the 
most  conservative  investors. 

The  three  classes  of  investors  do  not  necessarily  repre- 
sent three  distinct  groups  of  persons.  The  same  person 
may  invest  a  portion  of  his  savings  in  a  highly  speculative 
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common  stock,  paying  no  dividends  at  present;  another 
part  in  cumulative  preferred  stock  of  established  enter- 
prises paying  regular  dividends ;  and  the  rest  of  his  funds 
in  first  class  government  bonds  yielding  a  low  rate.  Never- 
theless, there  are  a  great  many  investors  who  concentrate 
on  particular  types  of  corporate  securities.  This  is  true, 
for  instance,  of  the  so-called  institutional  investors,  banks, 
insurance  companies,  estates,  and  the  like.  Their  chief 
concern  is  security  of  principal  and  a  moderate  rate  of 
return.  Most  states  prescribe  the  kind  of  securities  in 
which  institutional  investors — savings  banks  and  insurance 
companies — may  place  their  funds. 

The  Sale  of  Speculative  Securities 

Who  are  the  investors  in  common  stock  of  companies 
which  have  not  yet  established  their  earning  power,  but 
which  appeal  strongly  to  the  imagination?  They  are  or- 
dinarily persons  of  limited  means,  who  are  induced  to  buy 
shares  of  stock  in  a  new  enterprise  by  ingenious 
promoters.  They  have  no  knowledge  of  finance,  and 
frequently  do  not  even  know  the  difference  between 
stocks  and  bonds  of  corporations.  The  dollar  mark  on  a 
share  of  stock  represents  so  much  actual  value  to  them. 
One  hundred  dollar  par  value  to  them  appears  to  mean 
one  hundred  dollars  of  actual  value  inherent  in  the 
piece  of  paper,  the  stock  certificate.  This  magic  docu- 
ment, like  the  chart  to  the  hidden  treasures  on  Treasure 
Island,  gives  them  control  over  countless  wealth.  They 
dream  of  a  comfortable  future,  when  the  dollars  will  come 
rolling  in  from  their  prudent  investments.  But  they  are 
usually  disappointed.  In  spite  of  all  efforts  to  educate 
persons  of  moderate  means  to  a  realization  of  the  risks  in- 
volved in  investing  in  the  common  stock  of  new,  dubious, 
and  speculative  ventures,  and  in  spite  of  the  efforts  of 
state  and  federal  governments  to  safeguard  the  small  in- 


MAKKETING  SECURITIES  125 

vestor,  hundreds  of  millions  are  lost  every  year  by  investors 
in  speculative  securities. 

Persons  who  may  draw  the  lucky  card  in  such  a  huge 
game  of  chance  circulate  the  news  of  their  fortune 
far  and  wide,  and  promoters  do  not  fail  to  capitalize  this 
news  by  broadcasting  it  among  their  anticipated  victims 
in  most  enticing  letters  and  alluring  phrases.  The  sales- 
men of  fraudulent  or  highly  speculative  securities  consti- 
tute a  real  menace  to  prospective  investors.  Promoters  of 
these  companies  are  usually  persons  who  possess  the 
faculty  of  being  able  to  stimulate  the  imaginations  of  their 
prospects.  Furthermore,  they  possess  unlimited  enthus- 
iasm. This  enthusiasm  often  becomes  contagious,  and  their 
clients  will  serve  as  happy  mediums  in  spreading  informa- 
tion of  the  discovery  of  a  new  opportunity  among  their 
friends.  Finally,  promoters  of  dubious  or  highly  specula- 
tive enterprises  have  sagacity  and  boldness.  They  study 
their  prospects  carefully,  and  realizing  that  they  can- 
not impress  them  properly  by  their  appeal  to  the  imagina- 
tion, they  often  begin  to  express  regrets  at  the  lack 
of  comprehension  and  the  apparent  unwillingness  of 
their  clients  to  see  a  real  opportunity,  as  they  see  it.  Every 
ruse  is  employed,  and  sooner  or  later  even  the  largest  busi- 
ness men  fall  before  the  persistent  attacks  of  the  shrewd 
promoter  of  doubtful  companies.  The  inventory  of  the 
estate  of  almost  every  wealthy  man  contains  some  **  invest- 
ments" whose  value  is  classed  as  "nominal." 

One  of  the  best  illustrations  of  the  gullibility  of  the 
American  investing  public  in  recent  years  was  the  ex- 
tensive investment  in  foreign  currencies,  primarily  in  Ger- 
man marks.  It  has  been  estimated  that  nearly  one  billion 
dollars  was  lost  by  American  citizens  who  bought  depre- 
ciated German  marks,  anticipating  their  return  to  par. 
The  investors  in  this  debased  currency,  in  most  instances, 
had  no  understanding  of  the  complexity  of  international 
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trade  and  of  foreign  eseliange,  intimately  connected  with 
the  world  currency  situation. 

Even  as  people  were  willing  and  anxious  to  invest  in 
worthless  paper  from  1919  to  1923,  so  they  are  to-day.  The 
so-called  "sucker  lists"  are  apparently  without  end,  and 
every  day  new  names  are  added  to  the  lists. 

Protection  to  Investors  in  Securities 

Because  of  the  losses  suffered  annually  by  thousands  of 
persons  who  invest  in  doubtful  enterprises,  and  the  result- 
ant injury  to  legitimate  business  from  loss  of  confidence 
in  sound  ventures,  the  states  of  the  Union  finally  enacted 
legislation  intended  to  protect  innocent  investors  against 
promoters  of  "wild-cat"  schemes.  These  Blue  Sky  laws 
— so-called  because  the  promoter  is  popularly  believed 
to  capitalize  and  sell  the  blue  sky  overhead — ^were  first 
passed  by  the  state  of  Kansas  in  1911,  and  since  then 
practically  every  state  in  the  Union  has  taken  steps  to 
protect  its  citizens  against  promoters  of  dubious  enter- 
prises. 

A  Blue  Sky  law  usually  provides  that  a  company,  desir- 
ing to  dispose  of  its  securities  within  the  borders  of  a  state, 
must  first  file  with  a  state  official  a  statement  of  the  finan- 
cial or  business  status  of  the  enterprise.  This  statement 
must,  furthermore,  explain  the  nature  of  the  organization, 
give  names  of  the  responsible  officers  and  directors,  and 
describe  the  type  of  industry.  If  approved  by  the  state 
authorities,  permission  is  granted  to  dispose  of  the  securi- 
ties of  the  company.  In  some  states,  it  is  required  that  the 
security  salesmen  of  different  companies,  brokerage  houses, 
and  agents  be  registered  and  obtain  a  license  to  sell.  For 
example,  the  state  of  Pennsylvania,  according  to  the  pro- 
visions of  the  Securities  Act  of  1923,  requires  that  every 
salesman  of  securities  of  business  enterprises,  with  few  ex- 
ceptions, must  obtain  a  state  license  annually,  and  allows 
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Mm  to  sell  only  the  securities  of  such,  companies  as  have 
been  approved  by  the  newly  created  Bureau  of  Securities. 
In  order  to  obtain  this  approval,  companies  may  be  required 
to  file  a  statement  concerning  their  business  organization, 
their  financial  status  and  their  earnings  over  a  number  of 
years. 

In  addition  to  state  legislation  intended  to  protect  the 
investor,  the  Federal  government  has  also  developed  means 
of  safeguarding  the  investing  public  against  fraudulent 
and  speculative  promoters.  In  almost  every  instance  where 
promotion  is  wrongfully  pursued  on  a  large  scale,  the 
mails  are  misused  by  the  promoters.  In  consequence,  Con- 
gress passed  an  act,  March  4,  1909,  which  makes  it  a 
crime  for  one  who  has  devised,  or  intended  to  devise,  any 
scheme  or  artifice  to  defraud,  or  for  obtaining  money  or 
property  by  means  of  false  or  fraudulent  pretenses,  repre- 
sentations or  promises,  to  place,  or  cause  to  be  placed  for 
the  purpose  of  executing  such  scheme  or  artifice,  any  let- 
ter or  other  kind  of  mail  matter  in  any  post  office  of  the 
United  States. 

Very  efficient  machinery  was  provided  for  the  enforce- 
ment of  the  above  law.  United  States  postal  inspectors  are 
charged  with  the  duty  of  investigating  and  assisting  in  the 
prosecution  of  infractions  of  the  postal  laws.  A  person 
receiving  literature  of  any  dubious  concern  through  the 
mails  can  make  complaint  to  the  postal  authorities  in  his 
district  and  if,  after  careful  investigation,  the  postal  de- 
partment believes  that  the  complaint  is  well  founded,  the 
evidence  is  submitted  to  the  United  States  District  At- 
torney and,  at  the  same  time,  is  forwarded  to  Washington 
with  the  request  that  a  ''fraud  order"  be  issued  against 
the  accused  promoter.  This  "fraud  order"  prevents  the 
accused  from  receiving  mail,  until  the  order  is  rescinded. 
Thus  the  public  is  protected,  even  before  the  promoter 
is  convicted,  if  convicted  at  all. 
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Objections  to  Protective  Legislation  for  Investors 

Several  objections  have  been  raised  to  Blue  Sky  legisla- 
tion. In  the  first  place,  it  has  been  contended  that  the 
machinery  for  the  enforcement  of  these  laws  is  weak  and 
ineffective.  Political  influence  may  indeed  be  brought  to 
bear  on  those  who  are  charged  with  enforcing  the  law. 
But  this  is  equally  true  of  all  efforts  at  law  enforcement. 

Second,  it  is  argued  that  Blue  Sky  legislation  interferes 
with  the  development  of  legitimate,  though  speculative 
enterprises.  It  is  contended  that  some  of  our  successful 
corporations  would  never  have  come  into  existence,  if  at 
the  time  of  their  organization,  they  had  been  subject  to 
Blue  Sky  legislation.  The  huge  Ford  Motor  Company  is 
frequently  cited  as  a  concern  which  would  have  been  inter- 
fered with  by  Blue  Sky  legislation,  but  we  should  not  lose 
sight  of  the  fact  that  the  Ford  Motor  Company  was  a 
private  promotion,  as  were  also  the  original  Bell  Telephone 
enterprise  and  the  Westinghouse  Electric  Company.  As 
a  rule,  legitimate  promoters  first  risk  their  own  funds  in 
starting  new  enterprises  and  do  not  appeal  to  the  general 
public  for  funds  for  their  new  and  untried  schemes  by 
making  promises  of  big  profits. 

It  is,  indeed,  a  problem  to  know  where  to  draw  the  line 
between  sound  and  unsound  enterprises.  Some  proposed 
ventures,  no  doubt,  are  prevented  from  getting  started 
under  existing  Blue  Sky  legislation.  Still,  even  with 
present  protective  legislation,  it  is  possible  to  raise  a 
moderate  sum  of  money  if  any  one  has  a  proposition  which 
is  really  attractive.  Private  individuals  can  usually  be 
interested  in  good  projects,  and  an  appeal  to  the  public  at 
large  is  not  necessary  to  provide  initial  funds.  When  a 
concern  has  established  itself  in  a  new  field  and  has  given 
e\adence  of  the  fact  that  it  is  a  sound  enterprise,  it  will 
ordinarily  find  no  difficulty  in  obtaining  permission  from 
state  authorities  to  appeal  to  the  public  for  funds. 
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The  investor  needs  protection  against  unscrupulous  pro- 
moters. In  former  days,  it  was  believed  that  a  laissez  faire 
or  hands-off  policy  on  the  part  of  the  government  was  best. 
"We  are  realizing  to-day  that  wise  governmental  regulation 
is  essential  to  a  full  realization  of  the  benefits  of  personal 
freedom,  individual  liberty,  and  the  pursuit  of  happiness. 
"When  investors  have  been  educated  to  the  point  where  they 
will  be  able  to  exercise  individual  judgment  and  dis- 
tinguish between  sound  and  fraudulent  or  highly  dubious 
ventures,  the  importance  of  Blue  Skyt  legislation  will 
diminish. 

Investors  in  Semispeculative  Securities 

The  second  class  of  investors  includes  those  who  will 
take  a  moderate  amount  of  risk,  but  who,  at  the  same  time, 
want  some  security  for  their  investment.  They  will  -usu- 
ally purchase  preferred  stock  in  industrial  enterprises  and 
public  utilities,  possibly  with  the  conversion  privilege  in- 
cluded in  the  contract.  They  may,  moreover,  purchase 
convertible  debenture  bonds,  which,  with  adequate  restric- 
tions, offer  a  fair  degree  of  security  and  yet  make  pos- 
sible the  realizing  of  subsequent  profits  if  the  enterprise 
is  successful.  Furthermore,  they  will  purchase  securities 
listed  on  the  exchanges  because  of  their  ready  market- 
ability. 

Institutional  Investors 

The  third  class  of  investors  in  corporate  securities  are 
the  so-called  institutional  investors — banks,  trust  companies, 
insurance  companies,  colleges  and  universities,  and  public 
institutions.  Such  investors  desire  security  of  principal 
and  a  regular  flow  of  income  from  their  investments. 
Their  annual  expenditures  are  largely  gauged  by  their  in- 
come from  their  investments,  and,  unless  a  steady  and 
regular  flow  of  income  is  assured,  their  very  existence  may 
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be  jeopardized.  In  ease  of  savings  banks,  insurance  com- 
panies, and  similar  institutions  accumulating  large  savings, 
states  prescribe  by  law  very  specifically  the  type  of  securi- 
ties in  which  their  accumulated  funds  may  be  invested. 
Consequently,  reasonable  assurance  is  given  to  these  institu- 
tional investors  that  their  funds  will  be  safeguarded,  and 
a  regular  return  will  be  derived  from  them. 

Summary 

Corporate  securities  to  provide  additional  funds  for 
business  development  may  be  marketed  in  one  of  four 
waj'S:  (1)  They  may  be  sold  to  present  stockholders  and 
employees;  (2)  they  may  be  sold  directly  to  the  public  at 
large;  (3)  they  may  be  sold  to  a  banking  house  which  will 
in  turn  sell  them  by  forming  an  underwriting  syndicate; 
(4)  they  may  be  sold  on  the  exchanges.  Small  corpora- 
tions usually  finance  their  capital  requirements  without 
an  appeal  to  the  public.  Shareholders  have  a  legal  right 
to  subscribe  to  additional  shares  in  their  company  when 
additional  funds  are  required.  The  privilege  of  subscrib- 
ing to  new  shares  is  called  a  "right."  Rights  are  traded 
on  the  exchanges  like  other  securities.  The  value  of  rights 
depends  on  the  market  value  of  the  outstanding  shares  of 
the  company  and  on  the  amount  of  the  new  allotment  to 
be  made.  Stock  allotments  serve  to  create  a  good  feeling 
between  owners  and  management  of  a  company,  but  may 
at  times  encourage  speculative  activities.  Employees  in 
many  companies  are  given  the  privilege  to  subscribe  to 
new  shares  at  prices  below  the  market  prices  of  the  stock. 
They  commonly  make  payments  for  such  shares  in  weekly 
installments.  Employee  ownership  of  shares  stimulates 
interest  in  the  business  and  develops  a  spirit  of  coopera- 
tion between  employee  and  management. 

Most  large  enterprises  to-day  do  not  sell  their  securities 
to  the  public  direct,  but  offer  them  for  sale  through  a 
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banking  house.  The  investment  bankers  commonly  draw 
up  a  syndicate  agreement  to  guarantee  the  successful  sale 
of  a  security  issue.  This  agreement  sets  forth  the  purpose 
of  the  syndicate,  the  extent  of  participation  of  the  mem- 
bers and  the  conditions  of  purchase  of  securities. 

Many  enterprises  have  their  securities  listed  on  the 
stock  exchanges.  Detailed  information  concerning  the 
nature  and  organization  of  the  enterprise  whose  securities 
are  to  be  listed  must  be  given  prior  to  listing.  A  nominal 
charge  is  made  for  the  privilege  of  having  a  security  issue 
listed  on  an  exchange. 

Investors  or  buyers  of  corporate  securities  may  be  di- 
vided into  three  classes  or  groups:  (1)  investors  in  spec- 
ulative securities;  (2)  investors  in  semispeculative  securi- 
ties; and  (3)  institutional  investors.  It  is  alleged  that 
$1,000,000,000  are  lost  annually  by  the  people  of  the 
United  States  who  invest  in  worthless  securities.  To  pro- 
tect these  investors,  both  the  state  and  Federal  govern- 
ments have  passed  protective  legislation.  Practically  every 
state  in  the  Union  has  so-called  Blue  Sky  laws.  The 
Federal  government,  moreover,  has  legislated  against  the 
misuse  of  the  United  States  mails.  But  in  spite  of  this 
protective  legislation,  huge  sums  are  lost  annually  by  the 
people  of  the  United  States  who  invest  in  worthless  securi- 
ties. 

Guide  Questions 

1.  For  what   purposes   do   corporations  require   additional 
funds? 

2.  How  may  securities  be  marketed? 

3.  What  is  meant  by  a  subscription  right? 

4.  How  may  a  stockholder  make  use  of  his  rights? 

5.  Show  how  the  value  of  subscription  rights  is  determined. 

6.  How  are  employees'  shares  commonly  paid  for? 

7.  Why  do  companies  issue  shares  on  favorable  terms  to 
their  employees? 
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8.  How  may  the  investing  public  be  interested  in  a  security 
issue  ? 

9.  What  are  the  objections  to  the  direct  sale  of  corporate 
securities  to  the  public? 

10.  What  is  an  investment  bank?     What  are  its  functions? 

11.  Point  out  the  advantages  of  selling  securities  through  an 
investment  banker. 

12.  What  is  an  underwriting  syndicate? 

13.  Outline  the  main  features  of  a  syndicate  agreement. 

14.  What  is  meant  by  listing  securities? 

15.  Explain  the  method  of  procedure  in  listing  securities. 

16.  Classify  the  investors  in  corporate  securities. 

17.  What  means  have  been   developed  to  protect  investors 
against  fraudulent  promoters  and  promotions? 

18.  What  provisions  are  commonly  contained  in  Blue   Sky 
laws? 

19.  How  does  the  Federal  government  aid  in  protecting  the 
investor  ? 

20.  What  are  the  objections  to  Blue  Sky  legislation? 

21.  How  would  you  answer  these  objections? 

22.  Who  are  the  investors  (o)   in  semispeculative  securities; 
(&)  in  sound  investments? 


CHAPTER  VIII 
PROVIDING  WORKING  CAPITAL 

The  Nature  of  Working  Capital 

In  every  business,  there  is  some  one  whose  duty  it  is  to 
sign  checks.  He  draws  checks  not  merely  to  pay  salaries, 
wages,  rentals,  insurance  and  interest,  but  also  to  pay  for 
materials  and  supplies  needed  for  the  proper  conduct  of 
the  business.  Upon  this  individual — call  him,  president, 
owner,  manager,  cashier,  treasurer,  or  comptroller — rests 
the  responsibility  of  replenishing  the  reservoir  of  funds 
which  is  constantly  being  drained  to  pay  bills.  His  task 
is  generally  referred  to  as  management  of  working  capital. 

The  working  capital  of  a  business  consists  of  the  liquid 
assets  which  can  readily  be  converted  into  cash.  The 
liquid  assets  are  commonly  spoken  of  as  current  assets. 
These  may  be  defined  as  the  assets  which,  in  the  ordinary 
course  of  business,  will  be  turned  into  cash  within  a  com- 
paratively short  period  of  time,  usually  not  exceeding  one 
year. 

Sometimes  working  capital  is  defined  as  the  excess  of 
current  assets  over  current  liabilities,  while  current  assets, 
regardless  of  current  liabilities,  are  referred  to  as  revolv- 
ing capital.  By  current  liabilities  are  meant  those  obliga- 
tions which  must  be  paid  in  the  ordinary  course  of  busi- 
ness, within  a  short  period  of  time.  In  this  book  the 
term  working  capital  will,  however,  be  used  interchange- 
ably with  revolving  capital  to  mean  the  total  current  assets 
available  for  the  conduct  of  the  business. 

133 
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The  trust  indenture  of  the  Skelly  Oil  Company  of 
Tulsa,  Oklahoma,  contains  the  following  lucid  statement 
of  the  nature  of  current  assets  and  current  liabilities. 
''Current  assets  shall  include  (a)  cash,  readily  marketable, 
seasoned  securities  at  current  market  values,  prime  bankers 
acceptances,  and  call  loans  secured  in  accordance  with 
established  New  York  banking  practice.  'Current  Assets' 
shall  not  include  investments  in  any  oil  or  refining  corpora- 
tion or  concern.  (&)  Bills,  accounts  and  acceptances  re- 
ceivable (less  proper  reserves),  (c)  Inventory  (all  crude 
oil,  oil  products,  and  casing  head  gasoline  shall  be  taken  at 
current  market  prices ;  all  materials  and  supplies  on  hand 
shall  be  taken  at  cost  after  proper  depreciation). 

"Current  liabilities  shall  include  all  obligations  pay- 
able (including  interest  and  miscellaneous  accruals)  except 
the  following  (a)  obligations  arising  out  of  the  purchase 
of  real  estate,  oil  and  gas  leases,  tank  cars  or  other  fixed 
(as  distinguished  from  current)  assets,  and  maturing 
more  than  six  months  from  any  date  of  determining  the 
required  ratio  of  current  assets  to  current  liabilities;  and 
(&)  the  new  note  issue  and  the  existing  issue  of  bonds 
outstanding." 

In  other  words,  current  assets  consist  of  all  those  items 
which  can  be  emploj^ed  on  short  notice  to  replenish  the 
cash  fund  required  for  the  conduct  of  the  business,  while 
current  liabilities  consist  of  those  business  debts  which 
call  for  payment  from  day  to  day. 

Punction  of  Working  Capital 

The  cash  fund  or  bank  account  of  a  business  is  the 
beginning  and  end  of  business  activity.  Without  it,  oper- 
ation of  business  could  not  proceed;  without  operation, 
no  product  would  result;  without  inventory  of  finished 
goods,  there  would  be  nothing  to  sell;  and  without  sales 
and  collections,  there  would  be  no  replenishing  of  the  cash 
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fund  from  the  conduct  of  the  business.  But  when  the 
cash  fund  is  available  to  carry  on  production,  inventory 
will  result,  and  this,  in  turn,  implies  sales  and  new  funds 
for  the  cash  reservoir. 

The  cyclical  movement  of  this  revolving  fund  empha- 
sizes the  importance  of  keeping  an  enterprise  operating. 
Each  stage  in  the  process  of  production  is  both  cause  and 
effect,  and  a  breakdown  anywhere  along  the  line  will 
eventually  result  in  curtailment  of  production.  If,  for 
example,  a  business  piles  up  inventory  of  finished  prod- 
ucts which  it  cannot  sell,  it  will  be  forced  to  suspend  opera- 
tions just  as  if  it  could  not  obtain  the  necessary  funds  to 
meet  its  obligations.  If,  on  the  other  hand,  it  cannot  collect 
its  bills  it  will  also  come  to  a  standstill. 

Sources  of  Working  Capital 

The  chief  source  of  working  capital  is  operating  revenue. 
"When,  however,  the  cash  fund  cannot  be  sufficiently  re- 
plenished from  this  source  to  meet  operating  expenses,  or 
cannot  provide  the  necessary  working  capital  to  expand 
operations,  resort  is  had  to  other  agencies.  When,  for  in- 
stance, a  business  has  established  itself  as  a  reliable  concern, 
it  can  usually  buy  its  raw  material  and  intermediate  prod- 
ucts needed  for  manufacture,  on  credit.  If  this  credit  is 
extended  for  a  sufficiently  long  period,  the  manufacturer 
or  merchant  may  be  able  to  sell  his  product  and  receive 
payment  before  he  must  pay  his  trade  creditors.  Com- 
mission houses  usually  work  on  trade  credit  and  thus  re- 
quire very  little  working  capital.  They  receive  products 
from  their  trade  customers,  sell  them,  and  make  payment 
for  the  goods  only  after  they  have  been  paid,  deducting 
their  commissions  and  other  selling  expenses  from  the 
proceeds  of  their  sale. 

Furthermore,  working  capital  for  industrial  enterprises 
is  provided  by  commercial  banks.     The  function  of  com- 
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mercial  banks  and  credit  houses  is  primarily  to  provide 
additional  working  capital  for  industrial  enterprises. 

Use  of  Commercial  Banking  Credit 

Business  enterprises  borrow  from  commercial  banks  for 
a  variety  of  purposes.  Corporations  will  borrow  funds  to 
pay  dividends  in  part  or  in  whole,  when  cash  from  other 
sources  is  not  available.  Business  enterprises  will  use  bank 
credit  to  purchase  materials,  to  convert  purchases  and  sales 
into  ready  cash,  and  to  make  additions  and  improvements  to 
property.  In  brief,  whenever  funds  are  needed  for  the 
conduct  of  business,  banks  are  expected  to  furnish  it,  and 
when  the  security  is  satisfactory  and  a  concern  has  been  a 
reliable  customer  in  the  past,  banks  usually  advance  the 
required  funds 

The  Nature  of  Bank  Deposits 

A  brief  statement  of  the  nature  and  function  of  bank 
deposits  out  of  which  loans  are  made  to  business  enter- 
prises, will  explain  the  basis  of  bank  credit,  which  plays  such 
an  important  role  in  the  conduct  of  modern  business  activ- 
ity. 

''A  bank  deposit  is  a  promise  issued  by  the  bank  to  the 
depositor  to  pay  him  money  on  demand."  This  promise 
the  bank  must  be  in  a  position  to  redeem  immediately  at 
all  times.  The  depositor  receives  evidence  of  the  promise 
in  his  passbook  and  forthwith  proceeds  to  put  the  bank 
credit  into  circulation  by  issuing  checks  against  it,  "With 
these  checks,  he  makes  all  payments  which  the  necessities 
of  his  business  require.  Occasionally,  he  will  cash  a  check, 
as  for  example,  when  he  needs  money  for  the  pay  roll,  but 
in  most  cases  he  uses  deposit  or  check  currency  to  make 
payment.  It  has  been  estimated  that  over  95  per  cent 
of  the  business  of  the  country  is  done  by  checks  drawn 
against  deposits  and  deposited  by  those  who  receive  them. 
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These  checks  are  seldom  converted  into  money.  "When 
there  is  any  doubt  in  the  mind  of  the  receiver  of  a  check 
as  to  its  goodness  at  the  time  it  is  received,  he  insists  upon 
certification,  by  which  the  bank,  on  the  check  itself,  evi- 
dences its  obligation  to  pay  the  amount  indicated  on  the 
face  of  the  check. 

In  general,  as  fast  as  checks  are  received  they  are  de- 
posited for  collection.  Collections  offset  each  other 
through  the  process  of  clearing  and  collection,  with  the 
result  that  a  bank  is  able  to  keep  outstanding,  with  the 
aid  of  its  inactive  accounts  and  the  balances  its  borrowing 
depositors  carry,  an  amount  of  promises  to  pay  money  on 
demand — that  is,  deposits — many  times  greater  than  the 
amount  of  actual  money  kept  in  its  vaults  to  meet  these 
promises. 

The  banking  laws  of  the  United  States  specifically  recog- 
nize this  nature  of  deposit  currency  designed  to  multiply 
many  times  the  function  performed  by  every  gold  dollar. 

Lawful  Money  a^  Reserves  against  Deposits 

The  foundation  of  our  monetar}^  system  is  gold  coin. 
The  monetary  unit  is  the  gold  dollar,  representing  a  defi- 
nite weight  of  gold  (23.22  grains  of  pure  gold).  This 
monetary  unit  is  adopted  as  our  standard  of  value,  in 
terms  of  which  the  values  of  other  commodities  are  ex- 
pressed. In  addition  to  the  gold  dollar,  the  United  States 
Government  has  issued  other  forms  of  lawful  money,  all 
of  which  are  readily  convertible  into  gold  and  are,  there- 
fore, accepted  in  lieu  of  gold  coin.  National  banks  have 
also  issued  their  bank  notes,  Federal  reserve  banks  have 
issued  Federal  reserve  notes,  while  banks  and  trust  com- 
panies have  issued  bank  credit  in  the  form  of  deposit  cur- 
rency.  The  Federal  Reserve  Act  of  1913,  as  amended  in 
June,  1917,  requires  that  member  banks  of  the  Federal 
Reserve  System  carry  from  7  to  13  per  cent   (depending 
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upon  the  location  of  these  banks)  of  lawful  money  reserves 
against  their  demand  deposit  liabilities.  Central  reserve 
cities  must  carry  a  13  per  cent  reserve,  city  banks  a  10 
per  cent  reserve  and  country  banks  a  7  per  cent  reserve 
against  their  deposits.  In  other  words,  city  banks  requir- 
ing a  10  per  cent  reserve  against  demand  deposits  can 
lend  their  credit  to  the  extent  of  $1,000  against  a  reserve 
of  only  $100.  All  of  these  reserves  of  the  member  banks 
must,  moreover,  be  deposited  with  the  Federal  reserve 
banks  in  their  respective  districts,  and  under  normal  con- 
ditions these  banks  can  in  turn  lend  65  per  cent  out  of 
every  dollar  of  these  reserves  to  their  members.  This 
makes  possible  a  large  expansion  of  credit  currency  to 
meet  business  requirements.  The  result  is  that  business 
in  the  United  States  is  conducted  to-day  largely  with 
promises  to  pay  money  on  demand,  which  promises  are 
backed  up  by  a  comparatively  small  amount  of  that  which 
is  actually  promised;  namely,  gold.  Gold  is  the  founda- 
tion, and  credit  the  superstructure  of  our  medium  of 
exchange  to-day. 

Principles  of  Sound  Commercial  Banking 

Our  banking  system  works  satisfactorily  under  ordinary 
conditions.  As  long  as  no  one  raises  the  question  whether 
a  bank  can  redeem  all  of  its  deposits,  the  bank  can  con- 
tinue to  issue  these  promises  to  pay  on  demand  in  return 
for  promises  to  pay  at  some  future  time,  or  on  demand, 
and  can  charge  higher  interest  than  it  pays  on  its  prom- 
issory notes  of  borrowers.  A  bank  will  pay  3  per  cent  on 
time  deposits,  and  2  per  cent  on  checking  accounts,  while 
lending  its  funds  at  5  or  6  per  cent.  It  is  this  differential 
between  what  it  paj's  and  what  it  receives,  which  consti- 
tutes the  profits  of  banks — and  profits  of  banks  are  very 
large.  The  working  of  this  system  depends,  however,  upon 
the  banks'  ability  to  satisfy,  in  case  they  are  called  upon 
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to  do  so,  their  deposit  liabilities  in  accordance  with  the 
terms  of  their  promises.  The  theory  underlying  the  Fed- 
eral Reserve  Act  is  that,  if  all  the  depositors  of  a  bank 
should  form  in  line  and  demand  actual  money  for  all  de- 
posits standing  to  their  credit,  the  bank  should  be  able 
to  meet  these  demands.  The  nearest  Federal  reserve  bank 
would  be  appealed  to;  bills  receivable  of  the  bank  would 
be  turned  over  either  by  rediscounting  or  hypothecating; 
and,  in  exchange,  the  bank  would  receive  Federal  reserve 
notes  to  meet  every  claim  of  its  depositors. 

Now  it  is  evident  that  if  this  system  is  to  work  in  such 
an  emergency,  bank  deposits  should  be  invested  only  in 
self-liquidating  paper  or  notes  issued  against  the  maturity 
of  profitable  business  transactions.  Obligations  which  fall 
due  over  short  periods  and  which  are  paid  in  cash  at 
maturity,  are  said  to  be  self-liquidating.  A  bank  lends 
its  demand  obligations,  and  it  must  stand  ready  to  redeem 
these  at  any  time.  If  it  exchanges  them  for  bonds  matur- 
ing in  thirty  years,  or  for  notes  of  its  customers  secured 
by  inactive  stocks  and  bonds  for  which  it  could  not  find 
a  market  except  at  a  heavy  discount,  so  immobilizing  or 
"freezing"  its  assets,  the  bank  is  placing  itself  in  a  posi- 
tion where,  if  trouble  arises,  it  might  have  serious  diffi- 
culty in  meeting  the  demands  of  depositors.  The  aid  of 
the  Federal  reserve  bank  would  be  available  in  case  the 
amount  of  requests  would  not  exhaust  the  note  issue  power ; 
that  is,  so  long  as  a  40  per  cent  gold  reserve  could  be  kept 
against  note  issues.  Under  abnormal  conditions  this  40 
per  cent  gold  reserve  requirement  may  be  suspended  by  the 
Federal  Reserve  Board,  and  more  notes  issued,  on  pay- 
ment of  a  progressive  tax.  Thus,  currency  can  be  obtained 
from  the  Federal  reserve  banks,  even  in  abnormal  periods 
and  in  emergencies. 

The  only  way  in  which  the  banker  can  be  certain  of 
maintaining  his  solvency  at  all  times  is  to  exchange  his 
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demand  obligations  for  promissory  notes,  drafts,  and  bills 
of  exchange  which  will  be  paid  out  of  the  proceeds  of 
maturing  transactions.  The  ideal  loan  for  a  commercial 
bank  is  the  purchase  of  an  accepted  draft  representing 
the  sale  of  goods  or  the  performance  of  service  to 
or  for  a  solvent  customer,  drawn  upon  that  customer,  en- 
dorsed by  the  drawer,  and  sold  to  the  bank.  When  the 
bank  has  the  security  of  two-name  paper  for  a  transaction 
which  evidently  shows  a  profit,  an  unconditional  obliga- 
tion arising  out  of  the  purchase  of  goods,  with  additional 
security  of  the  seller — when  the  bank's  funds  are  invested 
in  paper  of  this  character  it  is,  in  the  language  of  the 
fraternity,  a  ''sound"  bank.  When,  however,  the  bank 
exchanges  its  deposit  liabilities  for  corporate  bonds,  or  for 
promissory  notes  secured  by  bonds  or  stock,  or  for  the 
notes  of  corporations  or  individuals,  issued  to  obtain  funds 
for  construction  purposes,  where  the  borrowers  expect  to 
renew  indefinitely,  making  small  reductions  from  time  to 
time — under  any  of  these  conditions,  the  banker  is  violat- 
ing the  canons  of  sound  banking,  and  is  running  a  risk  of 
being  unable  to  meet  the  calls  of  his  depositors. 

This  principle  of  sound  banking  was  clearly  recognized 
by  the  f  ramers  of  the  Federal  Reserve  Act  in  the  provision 
that  notes  should  not  be  available  for  discount  which  repre- 
sented transactions  in  stocks  and  bonds.  No  notes  secured 
by  collateral  should  be  available  for  discount.  The  thought 
underljdng  this  provision  of  the  Act  was  that  the  Federal 
Reserve  System  should  facilitate  movement  of  commodities 
from  producer  to  consumer,  that  the  paper  which  the  Fed- 
eral reserve  bank  should  take  over  should  be  self-liquidat- 
ing paper,  and  that  the  maturity  of  the  contract  would 
furnish  the  borrower  with  means  of  refunding  the  loan. 

If  a  commercial  bank  applies  this  test  of  self-liquida- 
tion to  every  loan  it  will  never  be  embarrassed.  In  case  its 
depositors  press  for  their  money,  all  that  is  needed  is  for 
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the  bank  to  reduce  its  new  loans,  and  within  four  months 
most  of  its  paper  will  automatically  convert  itself  into 
money  which  can  be  paid  out  to  depositors  in  literal  re- 
demption of  bank  paper  and,  in  the  meantime,  serve  as 
collateral  for  a  loan  to  obtain  the  funds  for  present  pay- 
ments. 

By  this  test,  the  legitimacy  of  all  commercial  bank  loans 
is  to  be  judged — whether  they  anticipate  the  proceeds  of 
business  transactions  which  will  mature  in  the  near  future. 
It  is  unsafe  for  a  commercial  bank  to  lend  money  which 
is  to  be  put  into  any  form  of  fixed  capital  which  will  do 
no  more  than  return  a  safe  margin  over  the  interest  on 
the  loan.  Bank  loans  must  be  either  paid  when  due,  prin- 
cipal and  interest,  or  materially  reduced.  Experience 
shows  that  permanent  capital  cannot  be  obtained  from  the 
commercial  bank. 

Most  bank  failures  which  do  not  result  from  dishonesty 
of  bank  officials  have  been  caused  by  locking  up  the  banks' 
obligations  in  securities  which  could  not  be  quickly  con- 
verted into  cash.  The  business  of  the  commercial  bank  is 
to  supply  the  temporary  needs  of  business  for  working 
capital.  Nearly  every  business  is,  to  some  extent,  seasonal 
in  character.  The  agricultural  implement  dealer  who  sells 
to  the  farmer  may  deliver  machinery  in  the  spring  and 
wait  until  after  harvest  for  payment.  In  the  fall,  when  he 
has  collected  for  the  season's  sales,  and  has  only  begun  to 
manufacture  for  next  season,  there  will  be  no  need  for 
the  implement  manufacturer  to  borrow  largely  from  the 
banks.  The  amount  of  capital  locked  up  in  machinery  sold, 
will,  however,  steadily  increase  as  the  season  advances, 
until,  before  harvest,  he  will  have  a  large  temporary  in- 
vestment in  notes  and  accounts.  It  is  not  considered 
economical  that  the  manufacturer  should  have  invested 
sufficient  capital  to  carry  his  business  for  the  entire  year 
without  resort  to  the  banks.     If  such  a  policy  be  decided 
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on,  for  a  part  of  the  year,  the  manufacturer  would  have 
on  hand  a  large  amount  of  capital  on  which  he  might  be 
paying  6  per  cent  interest  or  dividends  while  receiving 
only  3  per  cent  for  it  from  the  banks. 

The  manufacturer  of  agricultural  implements  obtains 
notes  from  his  customers,  and  these  notes  are  used  as  col- 
lateral for  his  own  notes,  which  are  sold  to  banks.  When 
the  notes  mature,  they  are  paid  out  of  the  proceeds  of 
collections.  This  illustration  shows  the  principal  contribu- 
tion of  the  banks  to  the  working  capital  of  industry.  Com- 
mercial banks  sometimes  extend  permanent  credit  to  con- 
cerns which  are  growing  rapidly  and  require  an  increasing 
working  capital,  but  the  banks'  contribution  should  be 
only  a  portion  of  the  working  capital  of  the  business.  It 
is  better  that  a  company  should  provide  for  the  normal 
amount  of  working  capital,  resorting  to  the  banks  to  supply 
the  seasonal  demands  for  capital,  and,  also,  any  extra- 
ordinary demands  to  meet  which  permanent  provision  can- 
not be  made. 

Classes  of  Loans  a  Commercial  Bank  Can  Safely  Make 

We  may  now  summarize  the  classes  of  loans  to  corpora- 
tions which  may  be  safely  made  by  commercial  banks: 

1.  Discounting  of  trade  acceptances. 

2.  Loans  against  stock  assessments,  where  the  stock- 
holders have  already  paid  in  a  sufficient  amount  to  make 
it  certain  that  they  will  meet  the  call,  or  where  they  are 
known  to  be  solvent. 

3.  Loans  against  stock  or  bond  sales  secured  by  under- 
writing or  subscription  commitments.  These  are,  although 
not  recognized  by  the  Federal  Reserve  Act,  essentially  the 
same  as  loans  made  to  facilitate  the  movement  of  grain 
from  producer  to  consumer.  The  investment  banker  is 
the  middleman  here,  the  same  as  the  wholesaler  who  sells 
commodities;  for,  as  the  wholesaler  passes  goods  on  to  the 
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retailer,  and  the  retailer  on  to  the  consumer,  so  does  the 
investment  banker  pass  his  wares  to  the  investment  houses, 
and  they,  in  turn,  on  to  the  individual  purchaser.  It  is 
entirely  proper  for  the  commercial  banker  to  lend  large 
amounts  to  the  investment  banker,  since  the  investment 
banker  is  incessantly  at  work  to  dispose  of  such  securities, 
and  since  he  is  as  certain  to  do  so  as  the  salesman  of  any 
other  kind  of  merchandise. 

4.  Loans  for  extensions  of  new  constructions  or  for 
working  capital,  the  purpose  of  which  is  to  complete  profit- 
able construction  already  in  hand.  It  is  a  common  thing, 
for  example,  for  a  shipbuilding  company  to  make  large 
loans  from  banks  to  complete  construction  of  this  nature. 
The  loans  are  safe  because  when  the  ship  is  completed 
money  is  available  to  pay  the  loan.  The  same  thing  is 
true  of  any  construction  the  completion  of  which  can  be 
fixed  at  a  definite  time,  and  where  the  pajTnent  of  money 
is  property  secured. 

5.  Loans  to  cover  variation  in  seasonal  receipts  of 
money.  These  have  already  been  described.  This  money 
may  properly  be  used  for  such  purposes  as  payment  of 
interest  or  dividends,  if  only  the  amount  of  the  loan  is 
clearly  in  sight  on  basis  of  business  done. 

6.  Loans  on  short  term  notes  secured  by  collateral  of 
recognized  value. 

"VVe  see  how  the  commercial  bank  can  be  used  to  supply 
a  large  part  of  the  working  capital  of  a  business.  As  sales 
increase,  drafts  can  be  drawn  against  purchasers,  endorsed 
by  the  purchaser  and  discounted  by  the  seller,  or  the 
seller  can  borrow  on  his  plain  note,  making  an  exhibition 
of  the  state  of  his  business  to  the  bank  to  show  that  in  the 
ordinary  course  of  business  the  loans  will  be  repaid  by 
the  collection  of  receivables ;  or  he  can  assign  the  accounts 
themselves  to  the  bank,  or  warehouse  his  raw  material  and 
merchandise  and  borrow  on  warehouse  receipts;  or,  if  he 
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has  good  collateral,  he  can  make  a  loan  on  very  favorable 
terms  as  to  interest  and  duration.  By  utilizing  his  credit, 
the  business  man  can  turn  his  sales  into  cash,  establishing 
a  sort  of  revolving  fund  in  the  bank  out  of  which  he  makes 
his  disbursements,  and  into  which  his  receipts  are  steadily 
pouring.  His  own  capital  is  invested  in  his  plant.  He 
may  rely  upon  the  bank  to  furnish  a  large  part  of  his 
working  capital.  And  he  may  do  this  with  entire  safety, 
in  full  confidence  that  the  banker  will  take  no  advantage 
of  his  situation,  will  work  with  him,  and  help  him  with 
advice,  infoi-mation,  and  assistance — for  example,  in  re- 
newing loans  which  it  is  not  convenient  to  pay,  or  carrying 
customers'  paper  which  is  being  reduced  by  installments. 
American  bankers  cooperate  with  business  men.  They 
delight  in  helping  small  accounts  grow  into  large  figures. 
They  are  careful,  but  competition  and  their  own  disposi- 
tions incline  them  to  be  liberal.  They  render  a  most  im- 
portant service  to  the  business  man  in  furnishing  him 
working  capital. 

The  foregoing  brief  digression  concerning  the  nature 
and  functions  of  commercial  banks  in  our  industrial  system 
to-day  was  deemed  necessary  to  point  out  the  relationship 
between  commercial  banking  and  business  finance. 

The  Credit  Rating  of  Business  Enterprises 

It  has  become  a  maxim  among  credit  men  of  commercial 
banks  to  regard  a  business  enterprise  a  good  credit  risk 
if  its  current  assets  are  twice  as  great  as  its  current 
liabilities.  If,  for  instance,  a  company  has  two  dollars' 
worth  of  current  assets  for  every  dollar's  worth  of  cur- 
rent liabilities,  its  request  for  commercial  credit  will  usu- 
ally be  looked  upon  favorably.  This  ratio  of  current 
assets  to  current  liabilities  is  commonlj^  referred  to  as  the 
current  ratio.  In  the  case  of  the  Skelly  Oil  Company  pre- 
viously cited,  the  trust  indenture  provides  that  a  current 
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ratio  of  one  and  one-half  to  one  be  maintained  during  the 
lifetime  of  the  new  bond  issue. 

Too  much  significance,  however,  should  not  be  attached 
to  this  current  ratio,  without  at  the  same  time  carefully 
analyzing  the  nature  of  the  current  assets  and  current  lia- 
bilities. A  large  inventory  of  finished  goods  during  a  period 
of  dull  business,  valued  at  cost  less  depreciation,  may  be, 
for  the  time  overvalued  on  this  basis.  On  the  other  hand, 
a  large  amount  of  outstanding  accounts  and  notes 
receivable  without  adequate  allowance  for  bad  or 
uncollectible  debts  may  prove  worthless  in  a  period  of 
extensive  business  failures.  It  thus  becomes  a  matter  of 
the  utmost  importance  to  those  who  decide  upon  the  credit 
rating  of  a  business  that  they  should  be  thoroughly  fa- 
miliar with  business  and  market  conditions  in  general, 
and  should  have  some  appreciation  of  the  significance  of 
the  cyclical  movements  in  industry.  The  current  ratio 
merely  serves  as  a  starting  point  in  determining  the  credit 
rating  of  an  enterprise.  In  periods  of  rapidly  rising 
prices,  large  inventories  and  a  rapid  turnover  of  products 
together  with  a  relatively  small  number  of  receivables  out- 
standing are  desirable,  while  in  periods  of  falling  prices, 
small  inventories  and  relatively  large  amounts  of  good 
receivables  are  preferable.  As  the  volume  of  business 
expands  during  a  period  of  advancing  prices,  production 
is  increased  to  keep  pace  with  the  increased  demand  for 
products,  and  more  working  capital  is  required.  On  the 
other  hand,  when  demand  falls  off,  production  is  curtailed 
and  less  working  capital  will  be  needed.  The  amounts  of 
working  capital  required  differ,  not  merely  with  different 
businesses,  but  also  with  the  different  phases  of  the  busi- 
ness cycle.  The  significance  of  the  cyclical  movements  in 
business  activity  will  be  analyzed  in  greater  detail  in 
Chapter  XII. 
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What  Constitutes  Adequate  Working  Capital? 

The  question  is  frequently  asked:  How  much  working 
capital  should  an  enterprise  have  for  the  proper  conduct 
of  its  business?  There  is  no  one  answer  to  this  question. 
The  amount  of  working  capital  required  by  different  in- 
dustries varies  considerably.  A  business  conducted  on  a 
cash  basis,  as,  for  example,  a  street  railway  company,  re- 
quires relatively  little  working  capital,  since  the  steady 
flow  of  receipts  into  the  cash  reservoir  normally  replen- 
ishes this  fund  as  quickly  as  it  is  drained.  Consequently, 
recourse  to  extensive  use  of  commercial  banking  credit  is 
not  necessary. 

Furthermore,  businesses  which  have  a  rapid  turnover 
of  product  will  tend  to  require  less  working  capital  than 
those  with  a  slow  rate  of  turnover.  By  turnover  is  meant 
the  number  of  times  which  the  average  inventory  is  sold 
in  the  course  of  a  year.  In  order  to  find  the  rate  of  turn- 
over the  cost  of  sales  must  be  divided  by  the  average  in- 
ventory, figured  at  cost.  If,  for  example,  the  value  of  the 
goods  sold  in  the  course  of  a  year  is  estimated  at  cost  to 
have  been  $100,000  and  the  average  inventory  is  figured  at 
$5,000,  the  rate  of  turnover  would  be  twenty.  In  other 
words,  an  average  inventory  valued  at  $5,000  on  a  cost 
basis  must  be  sold  twenty  times  in  the  course  of  a  year 
to  yield  $100,000  at  cost  price.  The  cost  of  sales  can  usu- 
ally be  approximated  by  deducting  the  *' mark-up"  on  the 
selling  price  from  gross  sales.  Approximately  the  same 
result  can  be  obtained  by  ''marking  up"  the  average  in- 
ventory to  the  selling  price  and  dividing  it  into  gross  sales. 

When  a  business  has  a  quick  turnover  of  product  it 
naturally  ties  up  a  smaller  proportion  of  its  working  cap- 
ital than  if  the  inventory  is  turned  over  slowly.  A  rapid 
turnover  is,  therefore,  ordinarily  considered  evidence  of 
good  financial  management  of  a  business. 
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Significance  of  Adequate  Working  Capital 

When  a  business  has  an  adequate  supply  of  working 
capital,  realized  primarily  from  the  proceeds  of  the  sale 
of  its  products,  it  can  meet  its  cash  obligations  promptly 
and  thus  preserve  its  credit  standing.  A  feeling  of 
security  is  likewise  engendered  in  the  management  and  in 
the  working  force  of  such  an  enterprise. 

From  the  viewpoint  of  the  consuming  public,  adequate 
working  capital  in  industry  helps  to  assure  a  continuous 
flow  of  goods,  gives  steady  employment  to  labor,  increases 
purchasing  power,  and  thus  affords  greater  control  over 
economic  goods  to  gratify  human  desires.  It  militates 
against  stagnation  in  industry  and  thus  aids  in  promoting 
the  general  economic  welfare.  The  social  significance 
of  an  adequate  provision  of  working  capital  cannot 
be  overemphasized.  During  the  period  of  currency 
inflation  in  Germany  in  recent  years,  the  tendency 
on  the  part  of  industries  was  to  convert  their  surplus  earn- 
ings as  quickly  as  possible  into  fixed  capital.  Savings 
available  for  working  capital  did  not  accumulate  in  the 
commercial  banks  as  in  prewar  years,  and  an  important 
source  of  working  capital  dried  up.  The  result  was 
that  German  industry  had  its  fixed  assets,  in  general, 
in  very  good  condition  but  lacked  the  necessary  working 
capital  in  the  form  of  industrial  raw  materials  and  ad- 
vances to  labor  with  which  to  continue  production.  The 
international  loan  recently  made  to  Germany  is  intended 
to  provide  a  portion  of  this  sorely  needed  working  capital 
to  rehabilitate   German  industry. 

Thus  it  becomes  obvious  that  the  provision  of  adequate 
working  capital  is  a  matter  of  vital  importance  not  only 
to  industrial  enterprises  but  also  the  public  at  large.  On 
the  other  hand,  redundant  working  capital  may  result  in 
practices  which  have  serious  consequences  not  only  to  the 


148        RUDIMENTS  OF  BUSINESS  FINANCE 

business,  but  also  to  the  buying  public.  It  may  lead  to 
•wastefulness  on  the  part  of  those  controlling  the  working 
capital.  Again,  excessive  funds  may  be  used  for  purposes 
of  manipulation  of  corporate  securities,  or  of  investing  in 
highly  dubious  or  speculative  enterprises.  Federal  tax 
legislation  in  recent  years  has  encouraged  the  building  up 
of  large  corporate  surpluses,  in  order  to  vrithhold  net 
earnings  available  for  distribution  as  cash  dividends,  sub- 
ject to  the  high  rates  of  personal  surtaxes  on  incomes.  In 
consequence,  many  corporations  have  accumulated  large 
surpluses,  at  times  in  excess  of  the  reasonable  require- 
ments for  the  normal  conduct  of  their  business.  Because 
of  the  uncertainty  in  business  conditions,  directors  have 
been  unwilling  to  transfer  such  surpluses  to  capital  account 
by  issuing  stock  dividends  since  this  might  endanger  the 
future  working  capital  of  the  enterprise. 

In  1923,  30,048  corporations  making  returns  to  the  Fed- 
eral government  on  1922  incomes,  showed  net  incomes 
for  the  year  of  $896,254,485  with  accumulated  surpluses  of 
$3,954,966,686,  and  none  of  these  corporations  paid  any 
dividends  in  1922.  On  the  other  hand,  48,875  corporations 
distributed  portions  of  their  taxable  net  income,  varying 
from  90  per  cent  to  less  than  10  per  cent,  and  had  accumu- 
lated undistributed  surpluses  and  profits  of  fifteen  billion 
dollars.'- 

In  view  of  this  obvious  practice  of  corporations  to  build 
up  large  surpluses.  Section  220  of  the  Federal  Revenue  Act 
of  1924  provides  for  a  50  per  cent  tax  on  corporate  net 
income  for  each  taxable  year,  withheld  from  the  stock- 
holders and  not  required  for  the  "reasonable"  needs  of  the 
business,  but  to  date  there  is  no  court  ruling  as  to  what 
constitutes  reasonable  business  needs,  and  no  attempt  has 
been  made  to  collect  this  tax. 

^C/.  G8  Cong.,  1  Sess.,  Senate  Eeport  398,  Part  2,  p.   10. 


PROVIDING  WORKING  CAPITAL  149 

Summary 

"Working  capital  consists  of  liquid  assets,  readily  con- 
vertible into  cash.  These  assets  are  called  current  assets. 
Current  liabilities  are  those  obligations  which  must  be  paid 
in  the  ordinary  course  of  business,  over  a  short  time. 
Current  assets  include  cash,  readily  marketable  securities, 
inventory  at  current  market  prices  and  receivable  accounts. 
Current  liabilities  include  accrued  obligations  of  all  kinds, 
notes  and  accounts  payable,  maturing  over  a  short  time. 

Working  capital  is  needed  to  carry  on  business  opera- 
tion which  results  in  inventory  and  sales.  The  proceeds 
from  sales  normally  replenish  working  capital,  but  if  col- 
lections are  slow,  additional  working  capital  can  be  ob- 
tained from  commercial  banks.  Business  men  borrow  from 
banks  to  purchase  materials,  to  convert  purchases  and 
sales  into  cash  and  to  obtain  funds  for  improvements. 
Banks  obtain  loanable  funds  from  depositors.  A  bank 
deposit  is  a  promise  issued  by  a  bank  to  the  depositor  to 
pay  him  money  on  demand.  The  foundation  of  our  mon- 
etary system  is  the  gold  dollar,  which  is  23.22  grains  of 
pure  gold.  The  gold  dollar  is  the  standard  of  value,  in 
terms  of  which  the  values  of  other  commodities  are  ex- 
pressed. In  addition  to  the  gold  dollar  and  United  States 
notes,  there  are  national  bank  notes.  Federal  reserve  notes, 
Federal  reserve  bank  notes  and  bank  deposit  currency  in 
circulation  in  the  United  States  to-day.  The  Federal 
Reserve  System  makes  possible  the  expansion  of  credit 
currency  to  meet  business  requirements. 

Commercial  banks  can  best  maintain  their  solvency  by 
making  loans  against  security,  which  is  self-liquidating. 
Trade  acceptances,  loans  secured  by  readily  marketable 
stocks  and  bonds,  loans  for  completion  of  new  profitable 
construction,  loans  to  cover  seasonal  variations  of  receipts, 
loans  against  stock  assessments  if  payments  are  certain, 
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and  loans  on  short-term  notes  can  all  be  safely  made  by 
commercial  banks. 

The  credit  rating  of  a  business  enterprise  is  largely 
based  on  its  current  ratio  which  is  the  ratio  of  its  current 
assets  to  its  current  liabilities.  Too  much  significance 
should  not  be  attached  to  the  current  ratio,  since  the  im- 
portance of  various  current  assets,  such  as  inventory, 
receivables,  and  investments  will  tend  to  vary  with  differ- 
ent phases  in  the  cyclical  movements  in  business  activity. 
It  is  impossible  to  state  what  constitutes  adequate  working 
capital  for  any  one  business.  The  requirements  vary  con- 
siderably with  different  industrial  enterprises.  In  general, 
however,  good  management  will  strive  for  a  rapid  turn- 
over of  inventory,  in  order  to  reduce  the  requirements  for 
working  capital  as  much  as  possible. 

The  significance  of  adequate  working  capital  cannot  be 
overstressed.  It  makes  possible  the  payment  of  obligations 
when  they  fall  due,  preserves  the  credit  standing  of  the 
enterprise  and  assures  a  continuous  flow  of  products  which 
makes  possible  increased  gratification  of  human  desires. 
On  the  other  hand,  redundant  working  capital  may  lead 
to  wastefulness  and  manipulation.  To  prevent  undue 
accumulation  of  corporate  income  with  a  view  to  evading 
surtaxes  on  personal  incomes,  a  heavy  federal  tax  is  levied 
against  such  incomes,  but,  to  date,  no  attempt  has  been 
made  to  collect  this  tax. 

Guide  Questions 

1.  What  is  working  capital? 

2.  What  are  current  assets  and  current  liabilities? 

3.  Show  what  function  is  performed  by  working  capital  in 
the  production  process. 

4.  Name  the  sources  of  working  capital. 

5.  What  is  a  bank  deposit? 

6.  How  are  banks  able  to  issue  promises  to  pay  money  in 
excess  of  the  amounts  of  money  actually  deposited? 
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7.  What  is  the  basis  of  our  monetary  system? 

8.  "VMiich  is  correct:  a  dollar  is  worth  23.22  grains  of  pure 
gold,  or  a  dollar  is  23.22  grains  of  pure  gold? 

9.  What  are  the  different  kinds  of  currency  in  circulation 
in  the  United  States  to-day? 

10.  What  is  the  underlying  principle  of  sound  commercial 
banking  ? 

11.  Name  the  classes  of  loans  a  commercial  bank  can  safely 
make. 

12.  How  may  the  credit  rating  of  a  business  be  ascertained? 

13.  What  is  meant  by  the  current  ratio  ? 

14.  What  further  evidence  may  be  obtained  to  determine  the 
credit  rating  of  a  business? 

15.  How  can  you  determine  whether  adequate  provision  for 
working  capital  has  been  made? 

16.  What  is  meant  by  turnover?  Of  what  significance  is 
the  rate  of  turnover  in  connection  with  providing  for  working 
capital  ? 

17.  What  is  the  significance  of  adequate  working  capital  (a) 
to  the  business   (6)   to  the  consuming  public? 

18.  What  are  the  objections  to  redundant  working  capital? 


CHAPTER  IX 
DETERMINATION  OF  BUSINESS  INCOME 

Sources  of  Business  Income 

The  income  of  a  business  enterprise  is  derived  from  a 
variety  of  sources.  First  among  these  is  the  income  ob- 
tained from  operating  or  conducting  the  business.  Im- 
portant as  this  source  is,  large  business  units  to-day  fre- 
quently have  considerable  income  from  other  sources.  This 
is  particularly  true  of  some  of  our  large  business  corpora- 
tions, which  have  millions  of  dollars  of  their  accumulated 
earnings  invested  in  securities  yielding  them  annually 
large  supplementary  revenues. 

Established  corporations,  furthermore  will  at  times  dis- 
pose of  various  kinds  of  corporate  assets,  whether  in  the 
form  of  securities  or  of  tangible  property  no  longer 
needed  in  the  business,  and  the  profit  realized  on  the  sale 
of  such  assets  is  an  addition  to  their  business  income. 
Again,  some  business  corporations  dispose  of  their  own 
securities  at  a  premium,  and  the  profits  realized  on  the  sale 
of  shares  above  par  contribute  another  source  of  business 
income. 

Since  supplementary  income  is  derived  from  a  variety 
of  sources  and  varies  with  different  enterprises,  no  general 
anal^^sis  of  this  item  is  possible.  It  must,  however,  be 
given  due  consideration  by  the  financial  management  of 
an  enterprise,  for  unless  it  is  carefully  segregated  from 
operating  revenue,  a  wrong  idea  of  income  from  business 
operation  will  be  conveyed. 
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The  Nature  of  Operating  Revenue 

Operating  revenue  is  the  income  an  enterprise  receives 
from  the  conduct  of  its  business.  The  total  receipts  derived 
from  the  sale  of  either  product  or  services  over  a  period  of 
time  constitute  gross  income  or  gross  profits.  Net  earn- 
ings from  business  operation  or  net  profits  are  obtained  by 
deducting  the  necessary  expenses  of  operation  from  gross 
profits.  The  Federal  Trade  Commission  of  the  United 
States  has  made  a  detailed  study  of  a  large  number  of 
businesses  and,  in  a  document  entitled  "Fundamentals  of 
a  Cost  System  for  Manufacturers,"  has  carefully  analj^zed 
manufacturing  expenses.  These  expenses  are  divided  into 
three  general  groups:  material,  labor,  and  overhead  ex- 
penses. Some  of  these  expenses  vary  with  the  volume  of 
business  transacted,  such  as  costs  of  actual  raw  materials 
used  in  the  manufacture  of  each  unit  of  product  and  labor 
costs  entering  directly  into  the  making  of  a  product.  Other 
expenses  1  iud  to  remain  constant,  regardless  of  the  volume 
of  business  transacted,  such  as  interest,  rentals,  property 
taxes,  insurance,  and  certain  outlays  for  replacement. 
They  are  called  fixed  charges  and  are  often  spoken  of  as 
general  overhead  expenses. 

Direct  material  and  direct  labor  expenses  include  what 
are  commonly  known  as  primary  costs,  showing  the  actual 
cost  directly  chargeable  to  a  particular  job  or  unit  of 
product.  Overhead  expenses  are  a  part  of  the  costs  of 
production,  but  cannot  be  specifically  identified  w^ith  a 
particular  unit  of  product.  In  manufacturing  enterprises, 
overhead  expenses  may  again  be  divided  into  factory  over- 
head, consisting  of  items  belonging  directly  to  factory  pro- 
duction, and  general  overhead,  not  directly  connected  with 
factory  production.  The  former  include  such  items  as 
rent,  insurance,  taxes,  depreciation,  repairs,  and  miscel- 
laneous supplies,  the  latter,  selling,  shipping,  and  manag- 
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erial  or  office  expense.  All  primary  costs  and  overhead  ex- 
penses must  be  deducted  from  gross  revenue  in  order  to 
arrive  at  net  operating  revenue.  Unless  this  is  done,  a 
wrong  impression  of  business  earnings  will  be  given.  Cost 
accounting,  or  a  careful  analysis  and  allocation  of  costs  of 
operating  a  business,  is  receiving  considerable  attention  in 
well  managed  business  enterprises,  particularly  since  the 
enactment  of  the  Federal  Income  Tax  Law  in  1913.  Net 
income  from  business  operation  can  be  accurately  ascer- 
tained only  by  carefully  deducting  all  necessary  items  of 
expense  from  gross  operating  income. 

Utilizing  Business  Assets  to  Capacity 

Good  business  managers  strive  to  have  sales  distributed 
uniformly  throughout  the  year.  When  plant  and  equip- 
ment stand  idle  and  inventory  is  not  moved,  business  losses 
are  inevitable.  Consequently,  the  alert  business  manager 
will  see  to  it  that  the  plant  is  kept  operating,  so  as  to 
derive  the  maximum  gain  from  business  operation.  He 
will  endeavor  to  push  sales,  particularly  in  dull  seasons, 
by  special  advertisements  and  possibly  by  liberal  terms  of 
payment  to  trade  customers.  Andrew  Carnegie  is  said 
to  have  remarked  that  every  time  the  whistle  blew  to  quit 
work  he  began  to  lose  money.  Costs  of  maintaining  plant 
and  equipment,  depreciation,  and  insurance  charges  con- 
tinue whether  the  plant  is  operating  or  not. 

Realizing  the  importance  of  using  equipment  to  capa- 
city at  all  times,  electric  companies  are  to-day  furnishing 
electric  power  at  special  rates  to  industries  during  the  day, 
and  supplying  electric  light  with  the  aid  of  the  same 
equipment  at  night.  Telephone  and  telegraph  companies 
offer  special  night  rates,  railroads  run  Sunday  and  holiday 
excursions  when  traffic  would  otherwise  be  light,  and  depart- 
ment stores  advertise  special  sales  after  the  Christmas  holi- 
days to  supplement  their  revenue.     In  every  line  of  busi- 
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ness  activity  to-day,  it  is  the  ambition  of  tlie  business 
manager  to  assure  a  steady  flow  of  operating  revenue. 

Ratio  of  Gross  Revenue  to  Investment 

The  relation  between  gross  revenue  and  operating  ex- 
penses, both  variable  and  fixed,  has  been  made  the  subject 
of  many  studies,  with  a  view  to  determining  how  much 
gross  revenue  is  required  in  different  kinds  of  businesses, 
after  deducting  operating  expenses,  to  yield  a  fair 
return  on  the  invested  capital  funds.  In  the  field  of  public 
utilities,  for  example,  the  general  rule  is  that  there  should 
be  $1.00  of  gross  revenue  for  every  $5.00  of  investment. 
In  most  businesses,  to  be  sure,  this  ratio  of  gross  receipts 
to  investment  varies,  and  no  general  rule  can  be  set  up 
applicable  to  all  enterprises.  Good  financial  management 
requires  that  a  careful  study  of  the  ratio  of  gross  revenue 
to  total  investment  over  a  number  of  years  should  be  made. 
This  ratio  should  then  be  compared  with  the  corresponding 
ratio  of  competing  enterprises.  If  a  business  manager 
were  to  discover  that  in  the  course  of  a  year  his  gross  sales 
aggregated  five  times  the  actual  investment,  while  in  com- 
peting enterprises  the  ratio  was  ten  to  one,  he  may  rest 
assured  that  he  is  not  making  the  best  possible  use  of  his 
resources.  "Wherever  this  study  is  made  with  the  proper 
amount  of  care,  it  will  indicate  whether  the  gross 
revenue  of  a  business  is  large  enough  to  support  the  fixed 
capital,  or  whether  the  fixed  assets  are  too  large  in  relation 
to  the  amount  of  business  transacted. 

Maintenance  Charges 

Maintenance  charges  contain  two  items:  the  cost  of  up- 
keep and  repair  of  business  property,  and  the  cost  of 
betterment  calculated  to  raise  the  standard  of  efficiency 
and  to  decrease  the  cost  of  maintenance  or  operation. 
Maintenance,  in  general,  should  be  a  comparatively  fixed 
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expense,  varying  only  as  the  influences  which  affect  the 
wear  and  destruction  of  the  property  are  modified.  Neg- 
lect of  proper  maintenance,  for  any  reason,  is  likely  to  be 
followed  by  serious  consequences.  The  operating  effi- 
ciency of  a  plant  is  so  closely  related  to  its  physical  con- 
dition and  the  success  of  the  business  is  so  dependent  upon 
the  efficiency  of  operation,  that  serious  and  permanent 
damage  may  be  inflicted  upon  a  concern  by  failure  to 
maintain  its  physical  standards.  Neglect  of  maintenance 
in  general  impairs  operating  efficiency,  which  in  turn  in- 
creases costs  and  decreases  earnings. 

Some  companies  will  vary  their  appropriations  for  main- 
tenance according  to  their  earnings.  If,  for  instance,  a 
corporation  finds  that  its  dividend  rate  must  be  reduced 
in  order  to  make  the  customary  provision  for  maintenance, 
maintenance  costs  will  usually  be  reduced.  Such  a  policy 
is  pardonable  if  suspension  of  dividends  will  seriously  im- 
pair the  credit  of  the  company  and  make  it  impossible  to 
obtain  capital  to  finance  necessary  extensions  to  the  plant. 
In  general,  however,  it  is  advisable  to  make  maintenance  ex- 
penses a  fixed  charge  against  operating  revenue,  rather 
than  to  concentrate  such  expenses  into  years  of  large  earn- 
ings. 

Financing  Betterments 

Betterment  expenditures  consist  of  those  outlays  which 
tend  to  raise  the  standard  of  efficiency  of  a  business.  A 
railroad  will  replace  a  wooden  trestle  by  a  steel  bridge,  it 
will  substitute  steel  for  wooden  coaches  and  electric  for 
steam  locomotives.  Modern  competitive  enterprise  is  con- 
stantly requiring  changes  in  standards  of  industrial  effi- 
ciency which  involve  the  substitution  of  new  forms  of 
capital  for  old.  In  this  connection  the  question  invariably 
arises:  Shall  such  betterments  be  financed  out  of  operat- 
ing revenue,  or  shall  they  be  capitalized?     By  capitalizing 
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an  expense  is  meant  charging  the  amount  expended  to  some 
asset  account,  with  a  corresponding  increase  in  liabilities. 
To  the  extent  that  betterments  will  result  in  a  definite  in- 
crease of  the  earnings  of  a  business,  they  may  safely  be  capi- 
talized. If,  however,  betterment  expenditure  merely  raises 
the  standard  of  efficiency  of  an  enterprise  so  that  it  may 
continue  its  rivalry  with  its  competitors  without  increasing 
its  earnings  the  cost  of  betterment  should  be  charged  to 
maintenance  and  paid  for  out  of  operating  revenue.  This 
rule  is  generally  followed  by  conservative  business  mana- 
gers. 

The  Nature  of  Depreciation 

No  matter  how  well  business  property  may  be  taken 
care  of,  its  value  will,  in  the  course  of  time,  tend  to  di- 
minish. This  loss  in  value  of  an  asset  is  called  deprecia- 
tion. It  differs  essentially  from  deterioration,  which  may 
be  defined  as  the  loss  of  property  usefulness,  with  refer- 
ence to  the  material  or  physical  object  itself.  A  property 
may,  for  example,  depreciate  10  per  cent  in  the  course  of 
a  year,  and  still  not  deteriorate.  "When  a  person  buys  a 
new  automobile  and  drives  it  out  of  the  salesroom  it  will 
depreciate  about  20  per  cent  in  passing  from  first  to  second 
hands.  It  is  considered  a  secondhand  car,  no  matter  how 
new  and  mechanically  perfect  it  may  still  appear  to  the 
present  owner.  On  the  other  hand,  the  automobile  will 
not  have  deteriorated  by  merely  changing  owners.  A  new 
car  tends  to  improve  with  use,  and  does  not  reach  its  maxi- 
mum efficiency  until  it  has  been  driven  perhaps  a  thousand 
miles.  Up  to  this  time  depreciation  has  been  fairly  high, 
while  deterioration  has  been  nonexistent. 

Causes  of  Depreciation 

Depreciation,  or  loss  in  the  value  of  an  asset,  is  due  to  a 
number  of  causes.     Among  them  are,  first,  the  ordinary 
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actions  of  nature,  tlie  effects  of  the  elements,  such  as  rain, 
snow,  fire,  hail,  excessive  solar  heat,  and  the  like;  second, 
wear  and  tear,  due  to  use  of  property ;  third,  obsolescence ; 
and,  finally,  lack  of  utility  of  an  asset. 

The  first  of  these  causes  is  constantly  at  work,  and  no 
matter  how  well  the  property  may  be  taken  care  of,  it 
will  sooner  or  later  fall  prey  to  the  action  of  the  elements. 
Even  the  most  monumental  works  of  man,  the  pyramids 
of  ancient  Egypt,  show  the  traces  of  the  incessant  batter- 
ing of  wind  and  solar  heat.  No  piece  of  property  can  be 
absolutely  safeguarded  against  the  forces  of  nature,  al- 
ways at  work.  Nevertheless,  with  a  proper  amount  of 
care,  as  previously  indicated,  the  constant  inroads  of  the 
elements  upon  business  property  can  be  materially 
curtailed. 

Depreciation  due  to  wear  and  tear  is  incidental  to  oper- 
ating an  enterprise.  Machinery  may  rust  and  corrode 
while  standing  idle,  but  its  parts  tend  to  depreciate  as  well 
as  to  deteriorate  more  rapidly  with  use.  Here  again,  the 
old  maxim  that  ''a  stitch  in  time  saves  nine,"  should  be 
heeded.  The  financial  management  should  make  adequate 
allowance  out  of  earnings  to  keep  the  equipment  in  first 
class  condition.  Furthermore,  in  order  to  replace  the  assets 
as  they  are  destroyed  by  the  elements  or  b}^  wear,  adequate 
replacement  reserves  should  be  set  up  out  of  operating 
revenue. 

The  Services  of  Appraisal  Companies 

In  our  modern  age  of  specialization,  the  work  of  care- 
fully evaluating  every  item  of  business  property  is  best 
left  to  those  who  are  especially  adapted  to  making  careful 
appraisals,  namely  the  so-called  appraisal  companies.  These 
concerns  have  accumulated  considerable  data  and  valuable 
experience  over  a  series  of  years  and  are  able  to  give  an 
accurate  statement   of  the  present  replacement  value  of 
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a  business  asset.  Their  services  are  indispensable  to  a 
large  number  of  business  enterprises  to-day  and  should  be 
invited  wherever  a  careful  appraisal  of  business  assets  is 
required. 

Depreciation  Reserves 

In  order  to  make  certain  that  assets  can  be  replaced 
when  their  utility  is  destroyed,  well  managed  businesses 
set  aside  definite  depreciation  reserves  out  of  earnings  to 
replace  them.  It  is  impossible  to  state  exactly  how  large 
such  reserves  should  be.  They  will  tend  to  differ  for 
different  types  of  industries  and  for  different  kinds  of 
equipment.  It  thus  devolves  upon  the  financial  manager 
to  carefully  study  the  effects  of  depreciation,  due  to  the 
many  causes  constantly  at  work  upon  various  kinds  of 
business  property.  A  careful  estimate  of  the  life  of  every 
asset  must  be  made  in  order  to  be  able  to  set  up  adequate 
depreciation  reserves. 

Several  methods  of  setting  up  such  depreciation  reserves 
out  of  business  earnings  can  be  employed.  In  the  first 
place,  the  same  amount  may  be  set  aside  out  of  earnings 
each  year.  If,  as  a  result  of  careful  observation  and  ex- 
perience, it  is  discovered  that  a  machine,  subjected  to 
normal  use  in  an  industry,  will  have  to  be  replaced  by  a 
new  machine  in  five  years,  a  depreciation  reserve  of  20 
per  cent,  annually,  on  the  value  of  the  machine  will  build 
up  the  necessary  fund  to  replace  it  when  it  is  worn  out. 
This  method  of  depreciating  business  assets  is  called  the 
straight  line  method  of  depreciation. 

Second,  provision  may  be  made  for  an  increasing  amount 
to  be  set  aside  each  year  out  of  earnings  as  a  depreciation 
reserve.  This  method  is  based  on  the  assumption  that  a 
machine  will  wear  out  more  rapidly  after  it  has  been  used 
for  some  time  than  when  it  was  first  installed.  The  reserve 
so  established  is,  in  reality,  a  reserve  against  deterioration 
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or  loss  in  usefulness  of  an  asset.  The  concern  is  better 
able  to  bear  all  increasing  charge  of  this  character,  since 
its  earnings  tend  also  to  increase. 

Third,  in  some  instances  it  may  be  deemed  advisable  to 
set  up  a  large  depreciation  reserve  at  the  beginning,  de- 
creasing it  from  year  to  year  as  maintenance  charges  tend 
to  increase.  The  amount  required  to  keep  a  machine  in 
a  normal  state  of  repair,  when  practically  new,  is  usually 
less  than  the  amount  required  for  maintenance  after  it 
has  been  used  for  some  time.  By  increasing  maintenance 
charges  and  decreasing  depreciation  reserves  from  year 
to  year,  the  total  charges  against  earnings  for  upkeep  and 
replacement  will  tend  to  be  fairly  constant.  The  combined 
charges  will  thus  follow  the  straight  line  method  described 
above. 

Finally,  since  one  of  the  chief  causes  of  depreciation  is 
wear  and  tear  due  to  use  of  equipment,  the  more  contin- 
uously and  intensively  the  equipment  is  used,  the  larger 
the  possible  product  and,  in  consequence,  the  greater  the 
available  net  earnings.  On  this  principle  some  enterprises 
take  a  certain  percentage  of  net  earnings  annually  derived 
from  operations  as  a  depreciation  reserve.  If  net  earnings 
are  large,  the  assumption  is  that  depreciation  will  be  great, 
and  vice  versa. 

Significance  of  Adequate  Depreciation  Reserves 

"Whichever  of  the  foregoing  methods  of  setting  up  depre- 
ciation reserves  is  employed,  it  should  be  a  matter  of  pri- 
mary importance  to  the  financial  management  of  an}^  con- 
cern to  set  up  adequate  reserves  out  of  earnings  to  replace 
assets  as  their  value  declines.  The  value  of  an  investment 
cannot  otherwise  be  safeguarded.  "Without  adequate  pro- 
tection to  investment,  financial  managers  will  soon  experi- 
ence difficulty  in  borrowing  funds.  If  investors  are 
required  to  assume  greater  risks,  because  their  assets  are 


DETERMINATION  OF  BUSINESS  INCOME    161 

being  destroyed  by  unsound  financing,  they  will  in  turn 
exact  a  greater  reward  commensurate  with  the  risk  they 
are  assuming.  In  other  words,  investors  and  particularly 
institutional  investors,  desire  security  to  principal  above 
all  other  advantages,  and  in  return  are  willing  to  receive 
only  a  moderate  rate  of  interest — i,  5,  and  6  per  cent — on 
their  investment.  But  if  the  principal  is  insecure,  a  higher 
rate  must  be  offered  to  induce  people  to  invest  in  enterprises 
which  do  not  adequately  safeguard  investments.  The 
higher  rates  that  must  be  paid  will  tend  to  increase  fixed 
charges,  and  such  higher  charges,  unless  offset  by  econo- 
mies along  other  lines,  will  tend  to  raise  production  costs, 
which  may  ultimately  be  passed  on  to  consumers  in  the 
form  of  higher  prices.  Therefore,  the  provision  of  ade- 
quate depreciation  reserves  out  of  earnings,  based  on  care- 
ful observation  and  study,  is  of  significance  not  merely  to 
the  financial  manager  of  a  concern  or  the  business  as  a 
whole,  but  also  to  the  investor  and  to  the  consuming  public. 

The  importance  of  adequate  provision  for  depreciation 
has  become  even  greater  in  recent  years  with  the  adoption 
of  the  Federal  income  tax,  levied  not  merely  against  indi- 
vidual incomes  but  also  on  net  incomes  of  corporations. 

The  Income  Tax  Law  allows  deductions  from  gross  in- 
come for  depreciation  of  capital  assets.  Without  such 
deductions  a  person  paying  income  tax  would  in  reality 
be  paying  a  tax  on  capital  investment  and  not  on  income. 
Capital  has  been  defined  as  a  stock  of  wealth  existing  at 
any  one  time,  while  income  consists  of  a  flow  of  goods,  de- 
rived either  from  capital  or  personal  services,  or  both, 
over  a  period  of  time.  We  have  indicated  that  capital 
tends  to  wear  out  with  use  and  therefore,  a  portion  of  the 
income  derived  from  the  use  of  capital  is  in  reality  a 
deduction  from  the  capital  assets.  It  must  be  returned  to 
the  capital  to  keep  its  value  intact.  If  this  replacement 
fund  were  to  be  construed  as  income  and  a  Federal  income 
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tax  were  to  be  paid  on  it,  this  would  be  synonymous  with 
paying  a  tax  not  out  of  income,  but  out  of  capital  invest- 
ment. 

A  business  man,  four  years  ago,  bought  a  motor  delivery 
truck  with  his  own  funds,  for  twelve  hundred  dollars.  He 
used  the  truck  in  his  business  and  recently  traded  it  in 
for  a  new  truck,  being  allowed  two  hundred  dollars 
on  the  trade.  The  remaining  thousand  dollars  he 
paid  out  of  his  savings  during  the  past  four  years.  He 
had,  however,  made  no  deduction  out  of  income  for  depre- 
ciation of  his  business  truck,  but  had  paid  his  income  tax 
from  year  to  year  on  what  he  considered  his  net  income. 
In  allowing  for  depreciation  of  his  business  property,  he 
had  forgotten  his  truck,  and,  in  consequence,  had  been 
paying  income  tax,  in  part,  on  capital,  and  not  on  net 
income.  Such  oversight  on  the  part  of  many  business 
men  often  means  unnecessary  payment  of  taxes.  The 
proper  allowance  for  depreciation  of  business  property 
should,  therefore,  be  a  matter  of  concern  to  every  alert 
business  manager,  particularly  under  present  tax  legis- 
lation. 

Depreciation  Reserves  and  Sinking  Funds  Compared 

A  comparison  may  be  made  between  depreciation  re- 
serves and  sinking  funds.  A  sinking  fund,  whether  main- 
tained against  ''wasting  assets,"  or  against  the  plant  of 
an  electric  railway,  or  possibly  the  terminal  franchise  of 
a  public  service  corporation,  is  usually  regarded  as  the 
equivalent  of  a  depreciation  charge.  If  the  cost  of  the 
entire  property  of  a  company  is  represented  by  its  bonds, 
as  sometimes  happens,  and  if  its  life  is  twenty  years,  a 
sinking  fund  of  5  per  cent  annually  on  the  bonds  is  the 
same  as  a  depreciation  of  5  per  cent  on  the  cost  of  the 
property.  At  the  end  of  twenty  years  the  plant  is  worn 
out,  the  bonds  are  paid  off  and  the  company  is  back  where 
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it  began,  except  for  the  good  wiU  which  it  may  have  built 
up.  It  can  then  incur  a  new  debt  for  the  original  amount, 
and  rebuild  its  plant  with  the  proceeds  of  the  loan.  If, 
on  the  other  hand,  the  original  investment  had  come  from 
the  owners  of  the  enterprise,  and  a  depreciation  charge  of 
one-twentieth  of  the  value  of  the  property  had  been  made 
against  earnings  each  year,  the  fund  thus  accumulated 
could  be  emploj'ed  at  the  end  of  twenty  years  to  replace 
the  worn  out  plant,  and  the  original  capital  value  of  the 
investment  would  be  restored. 

The  identity  of  the  sinldng  fund  and  the  depreciation  charge 
may  be  admitted,  however,  only  with  important  qualifications. 
The  depreciation  fund  should  be  available  for  replacements 
when  these  are  required.  When  a  sinking  fund  is  invested  in 
bonds,  whether  these  are  cancelled  or  held,  it  is  not  available 
for  current  replacements,  but  only  for  estingTiishment  of  the 
company's  debt.  If  the  bonds  purchased  for  the  sinking  fund 
can  be  reissued  to  provide  funds  for  improvements  and  exten- 
sions, or  if  the  sinking  fund  can  be  invested  in  the  plant  at  the 
option  of  the  trustees,  the  sinking  fund  and  the  depreciation 
charges  are  in  all  particulars  the  same,  and  the  amount  of  the 
sinking  fund  established  should  be  deducted  from  the  assumed 
rate  of  depreciation.^ 

If  a  concern  maintains  a  sinking  fund  against  its  debt, 
and  also  allows  rates  of  depreciation  on  the  cost  of  its 
physical  property,  it  is,  to  the  extent  of  the  sinking  fund, 
duplicating  its  depreciation  charge,  and  accumulating  re- 
serves in  its  asset  account  which  will  eventually  come  to 
the  owners  of  the  business. 

Depreciation  Due  to  Obsolescence 

Business  assets  are  constantly  losing  in  value  not  merely 
because  of  the  action  of  the  elements,  and  wear  and  tear 

1  Cf.  E.  S.  Mead,  Corporation  Finance,  p.  194. 
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due  to  use,  but  also-  because  they  are  superceded  by  new 
inventions,  new  devices,  new  appliances,  which  make  old 
implements  useless.  "Wherever  we  look  about  us  we  see 
evidence  of  new  inventions  and  discoveries.  The  radio, 
the  automobile,  the  telephone,  electric  lights,  trolley  cars 
are  but  a  few  of  the  major  inventions  which  have  revolu- 
tionized the  world  within  the  past  generation.  And 
with  the  introduction  of  new  means  to  gratify  human 
wants  and  new  devices  to  perfect  these  modern  products, 
old  appliances  have  become  obsolete.  The  glass-blowing 
machine  has  destroyed  the  usefulness  of  the  devices  for- 
merly used  for  blowing  bottles;  the  increasing  use  of 
hydroelectric  power  is  in  many  instances  replacing  old 
steam  engines ;  concrete  bridges  are  replacing  steel  bridges, 
even  as  only  a  short  time  ago  steel  bridges  superceded 
wooden  bridges;  and  steel  ears  are  taking  the  place  of 
wooden  ears. 

The  reorganization  plan  of  the  Boston  and  Maine  Rail- 
road, prepared  by  the  chairman  of  the  executive  committee, 
Homer  Loring,  proposes  the  abandonment  of  approxi- 
mately one  thousand  miles  of  line  which  *'can  never  hope 
to  pay.  *'.  .  .  Not  so  many  years  ago,  before  the  de- 
velopment of  motor  transportation,  it  would  have  been  im- 
possible to  cut  away  a  large  portion  of  the  system  without 
doing  serious  damage.  Now,  however,  the  motor  bus  and 
truck  provide  not  merely  an  acceptable  substitute,  but 
actually  a  superior  form  of  transportation  for  the  require- 
ments of  these  sparsely  settled  districts." 

Everywhere  about  us  we  can  see  the  unmistakable  signs 
of  material  progress.  It  is  inevitable  that  such  develop- 
ment should  cause  losses  in  property  values  due  to  obsoles- 
cence. The  loss  becomes  all  the  more  significant  in  the 
light  of  modern  industrial  development.  Capital  funds 
invested  in  industry  are  largely  converted  into  highly 
specialized  capital,  which  can  be  used  for  only  one  pur- 
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pose.  When  this  capital  is  no  longer  useful  for  the  pur- 
pose for  which  it  was  originally  constructed,  its  usefulness 
is  destroyed.  It  has,  in  most  cases,  only  so  much 
salvage  or  scrap  value,  since  it  cannot  be  readily  converted 
into  another  form  of  capital  asset.  There  may  be  a  great 
abundance  of  freight  cars  and  a  dearth  of  motor  trucks, 
but  it  would  be  a  difficult  matter  to  convert  a  freight  car 
into  a  motor  truck.  Because  of  this  highly  specialized 
nature  of  most  of  our  industrial  capital,  adequate  financ- 
ing of  depreciation  due  to  obsolescence  attains  additional 
importance. 

There  is,  moreover,  the  possibility  of  loss  in  property 
value  due  to  lack  of  usefulness  of  an  asset.  A  change  in 
the  demand  for  an  article  will  change  the  demand  for 
the  machine  employed  to  make  the  article.  At  the  close 
of  the  Great  War  millions  of  dollars  worth  of  new  machin- 
ery, mechanically  perfect,  which  had  been  installed  in 
plants  for  the  manufacture  of  war  implements,  became 
practically  worthless.  The  huge  emergency  fleet  built  by 
the  United  States  Government  during  the  War  to  trans- 
port troops  and  provisions  across  the  Atlantic  had  outlived 
its  period  of  usefulness  even  before  it  got  fully  under  way. 

There  is  an  essential  difference  between  depreciation 
due  to  obsolescence  and  depreciation  due  to  lack  of  utility. 
In  the  former  case  an  implement  can  no  longer  be  em- 
ployed profitably  in  production  because  it  has  been  super- 
ceded by  a  better — a  more  economical  means  of  making  an 
article.  In  the  latter  case,  the  article  made  with  the  aid 
of  a  particular  machine  or  implement  is  no  longer  wanted 
because  of  a  change  in  conditions.  In  either  case,  how- 
ever, the  resultant  loss  of  capital  assets  must  be  charged 
against  business  income.  Since,  however,  this  loss  does  not 
recur  with  regularity  and  cannot  be  anticipated  with  cer- 
tainty, conservative  business  managers  will  make  at  least 
partial  provisions  out  of  operating  revenue  from  year  to 
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year  to  provide  against  various  emergencies  and  contin- 
gencies, as  far  as  the  law  will  permit  them  to  do  so. 

But  even  the  most  conservative  concern  cannot  make 
suitable  provision  out  of  income  to  protect  against  all  pos- 
sible contingencies.  There  is  only  one  safe  rule  to  follow, 
and  that  is  to  take  the  side  of  conservatism  in  the  disburse- 
ment of  earnings.  As  between  deducting  too  much  for 
depreciation  and  taking  too  little,  the  former  course  is 
usually  to  be  preferred.  Liberal  allowance  for  deprecia- 
tion means  that  funds  otherwise  available  for  distribution 
as  business  profits  are  retained  in  the  business.  No  one 
can  be  permanently  injured  by  such  conservatism,  and  the 
hazards  of  business  are  so  great  that  any  doubt  as  to  the 
propriety  of  deductions  for  depreciation  is  always  to  be 
resolved  in  favor  of  the  conservative  course. 

The  Income  Statement  of  a  Business 

Having  deducted  all  the  expenses  of  conducting  a  busi- 
ness— material,  labor  and  overhead^-from  gross  business 
revenue,  the  remainder  constitutes  net  business  profits  or 
net  income  from  business  operation.  To  this  is  added 
income  from  other  sources,  giving  the  total  net  income  of 
an  enterprise  for  a  period  of  time.  At  times  the  net  oper- 
ating revenue  is  not  sufficient  to  pay  interest  and  deprecia- 
tion charges,  which  expenditures  must  then  be  defrayed 
by  drawing  on  surplus  assets. 

There  is  no  uniformity  in  methods  of  accounting  in  dif- 
ferent industries  to-day,  and  consequently,  the  terminology 
applied  to  specific  accounts  in  one  industry  applies  to 
different  accounts  in  another  industry.  The  general 
method  of  ascertaining  business  profits,  as  outlined  in  this 
chapter,  is  by  no  means  an  exhaustive  analysis  of  methods 
of  determining  business  income.  It  is  merely  suggestive, 
and  may  be  summarized  in  the  following  illustrative  income 
statement  of  a  business  enterprise. 
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Gross  Operating  Revenue  or  Revenue  from  Sales    $1,000,000 
Less    Fixed  and  Variable  Operating  Expenses 800,000 

Net  Operating  Income $200,000 

Less    Depreciation  and  Other  Reserves 100,000 

Net  Income  from  Operating  Business $100,000 

Plus    Miscellaneous  Income  or  Income  from  Other 

Sources   20,000 

Total  Net  Income,  or  Net  Profits $120,000 

Federal  income  taxes  are  levied  against  this  net  income 
(except  to  the  extent  that  some  of  the  miscellaneous  income 
has  been  derived  from  tax  exempt  securities)  and  the 
balance  represents  the  net  income  or  surplus  for  the  period 
in  question,  out  of  which  distributions  are  made  among 
the  ovraers  of  the  business. 

Summary 

Business  income  is  derived  from  business  operation,  re- 
turns on  investments,  profitable  sale  of  business  property, 
and  sale  of  securities  at  a  premium.  Operating  revenue 
is  income  received  from  the  conduct  of  a  business.  Net 
operating  revenue  is  obtained  by  deducting  the  necessary 
expenses  from  gross  receipts.  Business  expenses  include 
material,  labor,  and  overhead  expenses.  Overhead  ex- 
penses cannot  be  identified  with  a  particular  unit  of  prod- 
uct. Cost  accounting  aims  at  a  careful  analysis  of  prime 
and  overhead  costs  with  a  view  to  arriving  at  an  accurate 
account  of  net  income  from  operating  a  business. 

In  order  to  insure  a  steady  flow  of  operating  income, 
business  managers  strive  in  many  ways  to  distribute  sales 
uniformly  throughout  the  year.  The  ratios  between  oper- 
ating revenue  and  gross  revenue  and  between  gross  rev- 
enue and  capital  investment  help  to  indicate  whether  the 
best  possible  use  is  being  made  of  invested  capital. 
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Maintenance  charges  consist  of  outlays  for  upkeep  and 
repair  and  for  betterments  intended  to  raise  the  standards 
of  efficiency  of  industrial  equipment.  Maintenance  ex- 
pense should  be  a  definite  charge  against  earnings  of  a 
business.  To  the  extent  that  betterments  increase  the  net 
revenue  of  an  enterprise,  they  may  safely  be  capitalized. 
Otherwise,  they  should  be  charged  against  operating 
revenue. 

Depreciation  is  loss  in  value  of  an  asset  while  deteriora- 
tion is  loss  in  usefulness  of  a  material  object.  Deprecia- 
tion is  caused,  not  only  by  the  action  of  the  elements  and 
normal  wear  and  tear,  but  also  by  obsolescence  and  lack 
of  utility.  To  provide  against  depreciation,  adequate 
funds  should  be  set  aside  out  of  earnings.  The  amounts, 
thus  set  aside,  may  be  either  constant,  increasing,  decreas- 
ing, or  varying  with  earnings  from  year  to  year.  In  order 
to  make  adequate  allowance  for  depreciation,  the  services 
of  appraisal  companies  are  employed  by  many  industrial 
enterprises  to-day.  The  provision  of  adequate  deprecia- 
tion reserves  is  of  significance,  not  merely  to  the  financial 
management  of  a  business,  but  also  to  the  investor  and  the 
consuming  public.  Depreciation  reserves  and  sinking 
funds  are  essentially  the  same,  although  sinking  fund  pro- 
ceeds are  commonly  invested  in  securities,  while  deprecia- 
tion reserves  should  be  available  for  replacements  when 
needed.  The  income  statements  of  industrial  enterprises 
are  not  uniform,  but  in  general  contain  the  items:  gross 
operating  revenue,  operating  expenses,  reserves,  net  oper- 
ating revenue,  miscellaneous  income,  and  net  income.  Ac- 
curate determination  of  this  net  income  is  particularly 
important  since  the  adoption  of  Federal  income  taxes. 

Guide  Questions 

1.  What  are  the  sources  of  business  income? 

2.  What  is  meant  by  oiDerating  revenue? 
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3.  How  is  net  operating  revenue  ascertained? 

4.  Show  how  sales  may  be  distributed  uniformly  throughout 
the  year. 

5.  How  would  you  determine  whether  you  are  making  the 
best  possible  use  of  your  business  investment? 

6.  What  is  meant  by  maintenance  charges?    "What  items  do 
they  include? 

7.  Distinguish  between  mfaintenanee  and  betterment  charges. 

8.  Under  what  conditions  should  betterments  be  capitalized? 
Illustrate  with  a  concrete  example. 

9.  DistingTiish  between  depreciation  and  deterioration. 

10.  What  are  the  causes  of  depreciation? 

11.  Does  insurance  protect  against  loss? 

12.  What  services  are  rendered  by  appraisal  companies? 

13.  What  is  a  depreciation  reserve?    Describe  the  different 
methods  of  setting  up  these  reserves. 

14.  Show  how  inadequate  depreciation  reserves  may  impair 
the  value  of  an  investment. 

15.  Why  should  the  investor  and  the  consuming  public  be  in- 
terested in  adequate  depreciation  reserves? 

16.  Distinguish   between  capital   and  income.     Why  is   this 
distinction  of  significance  in  financing  depreciation?     Illustrate. 

17.  Compare  depreciation  reserves  and  sinking  funds. 

18.  In  what  respects  are  the  two  funds  different? 

19.  What  is  the  difference  between  obsolescence  and  lack  of 
utility? 

20.  Analyze   the  items   appearing  on  the  income  statement 
of  a  business. 


CHAPTER  X 
THE  DISTRIBUTION  OF  EARNINGS 

How  Shall  Net  Income  Be  Divided? 

After  the  net  income  of  a  business  has  been  accurately 
determined,  the  financial  management  is  confronted  with 
the  question  of  distributing  this  income  among  its  owners. 
In  an  individual  enterprise,  the  judgment  of  the  single 
owner  will  determine  how  much  of  his  net  profit  he  is 
going  to  withdraw  from  the  business,  either  to  invest  in 
other  enterprises  or  to  purchase  goods  and  services  for 
his  direct  enjoyment.  His  business  experience  will  be 
his  best  guide,  and  his  financial  management  will  ulti- 
mately determine  his  status  in  the  community  as  a  busi- 
ness manager.  In  case  of  a  partnership,  the  manner  in 
which  profits  are  to  be  distributed  is  set  forth  in  the 
partnership  agreement.  The  partners  will,  from  time  to 
time,  decide  how  much  of  their  business  profits  they  will 
withdraw,  and  how  much  they  will  reinvest  in  their 
concern. 

In  a  corporation,  however,  the  question  of  deciding  how 
net  income  is  to  be  divided  is  not  left  with  the  stock- 
holders or  owners,  but  with  their  representatives,  the 
directors.  The  board  of  directors  is  the  sole  authority 
in  the  matter  of  distributing  corporate  earnings,  and 
neither  officers  nor  stockholders  have  any  voice  in  the 
matter,  except  as  the  directors  may  ask  their  opinion. 
Only  in  case  of  deliberate  withholding  of  dividends  from 
stockholders  for  purposes   of   fraudulent   manipulation, 
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can  stockholders  force  directors  to  distribute  earnings, 
by  an  appeal  to  a  court  of  equity. 

The  Nature  of  Dividends 

Not  all  net  income  of  a  business  corporation  is  ordi- 
narily distributed  among  stockholders.  That  portion  of 
the  surplus  which  is  paid  to  the  stockholders  is  called 
dividends.  Dividends  may,  therefore,  be  defined  as  the 
share  of  net  income  set  aside,  declared,  and  ordered  by 
the  directors  of  the  corporation  to  be  paid  to  the  stock- 
holders. The  law  does  not  permit  payment  of  dividends, 
if  thereby  the  capital  of  the  company  is  impaired.  This 
means  that  unless  a  surplus  can  be  shown  on  the  financial 
statement  of  a  corporation,  dividends  cannot  be  legally 
declared.  This  surplus,  as  will  be  noted  later,  does  not 
necessarily  have  to  be  accumulated  over  the  period 
covered  by  the  dividend.  If,  for  instance,  a  corporation 
has  accumulated  a  large  surplus  over  a  number  of  years 
and  its  net  income  for  that  year  is  not  sufficient  to  pay 
the  regular  dividends,  it  may  draw  on  the  accumulated 
earnings  or  surplus  to  make  dividend  payments. 

The  net  income  of  the  American  Shipbuilding  Com- 
pany for  1923-24  was  only  $70,576,  nevertheless,  the  com- 
pany paid  dividends  of  $1,177,152,  or  8  per  cent  on  its 
outstanding  common  stock,  by  drawing  on  its  accumu- 
lated surplus.  As  a  matter  of  fact,  this  company  has  not 
been  earning  the  dividends  disbursed  on  common  stock 
for  the  past  five  years,  as  is  indicated  in  the  income  account 
on  page  72. 

During  the  fiscal  year  ending  June  30,  1921,  the  com- 
pany sold  $1,000,000  par  value  of  United  States  Treasury 
notes  at  a  premium  of  $9,726.56,  together  with  other 
securities  aggregating  a  further  $280,000,  thus  making 
funds  available  for  dividend  payment  out  of  accumulated 
surplus.     Among   the    current   assets   appearing    on   the 
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Income  Account  op  the  American  Shipbuilding  Company 


Net  Income  for  the  Tear. 

Common  Dividends 

Kate    of    Common    Divi 

dend,  per  cent 

Surplus 


1923-24 


$70,576 
1,177,152 


5,770,711 


1922-23 


$765,114 
1,177,152 


7,024,758 


1921-22 


$1,490,446 
5,203,880 

49% 
7,221,388 


1920-21 


$1,166,180 
1,216,000 

16 
11,363,320 


financial  statement  of  the  company  on  June  30,  1924  were 
government  securities  valued  at  $5,700,140,  equaling  ap- 
proximately the  value  of  the  surplus. 

Procedure  in  Declaring  Dividends 

Dividends  are  declared  by  the  directors  of  the  corpora- 
tion. Until  they  have  been  declared,  net  income  belongs 
to  the  company.  But  when  a  lawful  dividend  has  once 
been  declared  out  of  surplus,  a  separate  fund  is  created 
and  set  aside  for  distribution  among  the  stockholders. 
The  method  of  procedure  in  declaring  a  dividend  is  as 
follows:  At  a  regular  meeting  of  the  board  of  directors 
the  financial  status  of  the  company  is  examined.  If  the 
directors  find  that  profits  are  available  for  distribution 
among  stockholders,  they  will  set  aside  a  part  of  these 
profits  for  dividend  purposes.  They  will  then  decide  the 
rate  of  dividend  or  the  amount  per  share  to  be  paid  on 
each  share  of  stock  outstanding.  Every  share  of  stock 
of  any  one  class  must  receive  the  same  rate  of  dividends 
as  every  other  share.  Having  decided  on  the  rate  of 
dividends,  the  directors  will  give  notice  of  their  action 
to  the  stockholders.  This  notice  is  ordinarily  published 
in  a  newspaper  of  general  circulation,  but  some  corpora- 
tions send  written  notice  of  dividends  to  individual  stock- 
holders. The  notice  of  dividends,  sent  to  stockholders 
of  the  Standard  Oil  Company  of  New  York,  for  example, 
reads  as  follows : 
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STANDARD  OIL  COMPANY  OF  NEW  YORK 
26  Broadway 

New  York,  May  8,  1925 

The  Company  has  declared  a  dividend  at  the  rate  of  thirty- 
five  cents  (35c)  per  share  on  the  present  shares  of  the  capital 
stock  of  the  company  of  the  par  value  of  twenty-five  dollars 
($25)  each,  payable,  June  15th,  1925. 

This  will  be  at  the  rate  of  $1.40  on  each  $100,  the  par  value 
of  the  old  shares. 

F.  S.  FALES, 

Secretary. 

The  dividend  declared  is  a  certain  per  cent  on  the  par 
value  of  the  shares  of  stock.  If  the  shares  are  without 
par  value,  as  was  indicated  in  Chapter  V,  dividends  are 
expressed  as  a  certain  rate  or  amount  per  share.  As  a 
rule  dividends  are  paid  quarterly,  and  are  expressed  in 
terms  of  quarterly  rates,  such  as  1%,  2,  or  2%  per  cent 
quarterly  dividend,  corresponding  to  a  6,  8,  or  10  per  cent 
annual  dividend,  respectively.  Dividend  checks  are  mailed 
to  the  persons  whose  names  appear  on  the  stock  transfer 
books  of  the  corporation  at  the  close  of  business  on  a 
specified  date,  usually,  though  not  always,  stated  in  the 
notice  issued  by  the  board  of  directors.  This  date  is  com- 
monly set  several  weeks  in  advance  of  the  date  when 
dividend  checks  are  actually  mailed  to  the  stockholders, 
so  that  the  secretary  may  have  ample  time  to  make  up 
the  list  of  stockholders  to  whom  the  checks  are  to  be 
mailed.  When  dividends  have  been  duly  declared  by 
the  directors  of  a  company,  payable  on  a  certain  date, 
they  become  a  liability  of  the  corporation  as  of  that  date. 
Any  stockholder,  entitled  to  such  dividends  and  not  re- 
ceiving them,  can  bring  suit  against  the  company  to  com- 
pel their  payment.  To  the  extent  that  dividends  are 
owed  him,  he  becomes  an  unsecured  creditor  of  the  corpo- 
ration. 
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Regular  and  Extra  Dividends 

Dividends  are  either  regular  or  extra.  Kegular  divi- 
dends, as  the  term  implies,  are  those  which  are  paid  in 
definite  amounts  at  regular  intervals,  while  extra  divi- 
dends are  those  which  are  paid  at  irregular  intervals  and 
in  varying  amounts,  over  and  above  the  regular  dividends. 
The  board  of  directors  of  a  well  managed  business  corpo- 
ration strives  to  keep  up  a  regular  rate  of  dividends  from 
year  to  year.  A  regular  rate  of  dividends  increases  the 
investment  value  of  the  stock.  Common  stock  in  many 
established  corporations  to-day  is  considered  a  very  good 
investment  because  of  the  excellent  dividend  records  of 
the  companies.  General  Electric  Company,  National  Bis- 
cuit Company,  Pullman  Company,  Westinghouse  Air 
Brake  Company,  American  Sugar  Refining  Company,  and 
Philadelphia  Electric  Company  are  but  a  few  of  the 
many  companies  which  have  been  paying  regular  con- 
secutive dividends  for  more  than  twenty  years. 

Regular  dividends  over  a  long  series  of  years,  further- 
more, tend  to  raise  the  credit  rating  of  the  company  pay- 
ing them.  Finally,  banks  will  make  larger  loans  on  the 
stock  of  companies  having  uniform  dividend  records  than 
on  stock  whose  dividends  have  been  paid  in  irregular 
amounts,  since  the  market  value  of  the  stock  of  the 
former  companies  will  tend  to  be  higher  than  the  market 
value  of  the  stock  of  the  latter.  For  example,  for  the 
ten-year  period  from  1913  to  1922,  inclusive,  the  United 
States  Steel  Corporation  paid  annual  dividends  on  its 
outstanding  common  stock  ranging  from  1^4  per  cent  in 
1915  to  18  per  cent  in  1917.  The  average  annual  rate  for 
the  ten-year  period  was  7  per  cent.  During  the  same  in- 
terval, the  National  Biscuit  Company  paid  regular  divi- 
dends of  7  per  cent  each  year  on  its  common  stock. 
Both  companies,  therefore,  had  the  same  average  annual 
rate  of  dividends,  still  the  market  price  of  the  common 
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stock  of  the  United  States  Steel  Corporation  during  the 
ten-year  period  averaged  $85.50,  while  the  average 
market  price  of  the  common  stock  of  the  National  Biscuit 
Company  was  $115.50  per  share. 

If,  at  any  time,  profits  are  available  for  distribution 
among  the  stockholders  at  a  higher  rate  than  the  regular 
dividend,  directors  usually  declare  the  regular  dividend, 
without  changing  the  rate,  and  an  additional  "extra" 
dividend.  Conservative  boards  of  directors  will  not  raise 
the  rate  of  regular  dividends  until  the  net  earnings  over 
a  series  of  years  have  been  found  large  enough  to  war- 
rant such  a  change.  If,  at  irregular  intervals,  additional 
earnings  are  distributed,  it  will  be  in  the  nature  of  extra 
dividends.  Stockholders  will  then  know  that  their  in- 
vestment is  yielding  them  a  definite  fixed  return,  and 
that  they  are  receiving  an  extra  dividend  as  a  kind  of 
bonus  because  of  propitious  circumstances  which  have 
made  possible  larger  dividends  for  the  time  being. 
Stockholders  should  not  be  led  to  believe  that  additional 
dividends  will  be  a  permanent  feature,  unless  directors 
actually  intend  to  raise  the  rate  of  regular  dividends. 
Many  investors  in  corporate  stock  are  looking  forward 
to  the  receipt  of  dividends  and  often  proceed  to  spend 
them,  even  before  they  receive  them.  They  include  them 
in  their  budget  or  plan  of  expenditures.  If  the  antici- 
pated income  should  fluctuate,  contrary  to  their  expecta- 
tions, it  may  cause  them  annoyance  and  even  embarrass- 
ment. 

During  the  Great  War  many  American  corporations 
invested  a  portion  of  their  large  profits  in  United  States 
government  bonds.  In  many  instances  these  bonds  were 
subsequently  distributed  among  the  stockholders  in  the 
form  of  extra  dividends,  in  addition  to  the  regular  divi- 
dends. Surplus,  distributed  not  in  cash  but  in  the  form 
of  securities,  is  called  a  property  dividend. 
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The  board  of  directors  decides  which  shall  be  called 
regular  and  which  extra  dividends.  It  is  the  common 
practice  to  label  dividend  checks  sent  to  stockholders, 

either  as  Regular  Dividend,  Number  -,   or  Extra 

Dividend,  Number . 

Borrowing  Funds  to  Pay  Dividends  and  Scrip  Dividends 

At  times  directors  of  a  corporation,  about  to  declare 
a  dividend,  will  discover  that  cash  and  funds  in  bank  are 
not  sufficient  to  make  the  regular  payment.  Current 
assets  are  tied  up  in  nondistributable  items,  such  as  in- 
ventory of  finished  goods,  good  accounts  and  notes  re- 
ceivable, or  possibly  in  marketable  securities  bought  with 
surplus  funds.  These  current  assets  can  be  pledged  as 
security  for  a  bank  loan  and  thus  make  funds  available 
for  dividend  payments.  Directors  of  well  managed  cor- 
porations, as  pointed  out  above,  do  not  like  to  suspend 
regular  dividend  payments.  It  is  a  common  practice  on 
the  part  of  business  corporations  to  make  temporary 
loans  from  commercial  banks,  pledging  current  assets  of 
different  kinds  as  security  and  using  the  proceeds  to  pay 
dividends. 

Again,  the  directors  of  a  corporation  may  discover  that, 
although  earnings  are  available  for  dividends,  these  earn- 
ings can  be  very  profitably  employed  immediately  to 
purchase  industrial  raw  materials  or  equipment  on  very 
favorable  terms.  But  they  want  to  give  the  present 
stockholders  the  benefit  of  the  earnings  and  do  not  desire 
suspension  of  regular  dividends.  If  they  do  not  care  to 
borrow,  they  will  issue  a  scrip  dividend.  A  scrip  divi- 
dend is  a  distribution  of  promissory  notes  to  the  stock- 
holders. The  corporation  issues  to  the  stockholders  such 
promissory  notes  for  the  amount  of  the  regular  dividend. 
These  notes  mature  on  a  specified  date  and  may  or  may 
not  bear  interest.     If  scrip  is  interest  bearing,  principal 
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and  interest  are  paid  some  montlis  later  at  maturity.  A 
scrip  dividend  is  regarded  as  income  and  subject  to 
Federal  income  tax  in  the  year  in  which  it  is  issued. 

By  using  scrip  dividends,  the  stockholders  are  assured 
their  proportionate  share  of  the  earnings  on  their  invest- 
ment, and,  if  they  were  to  sell  their  shares  after  the  scrip 
dividend  has  been  issued,  they  would  still  retain  their 
claim  to  the  earnings.  On  the  other  hand,  if  directors 
were  to  suspend  regular  dividend  payments  when  the 
company  had  actually  earned  the  requisite  amount,  but 
these  earnings  could  not  be  conveniently  used  to  pay  cash 
dividends,  it  would  be  manifestly  unfair  to  those  who 
were  compelled  to  dispose  of  their  shares.  They  would 
not  only  lose  the  earnings  on  their  investment,  but  also 
sacrifice  a  portion  of  their  principal  because  of  the  lower 
market  price  of  their  security  due  to  suspension  of 
dividends. 

In  1915,  the  American  Tobacco  Company  issued  a  scrip 
dividend.  The  following  explanatory  statement  was  con- 
tained in  the  announcement  of  the  scrip  by  the  president 
of  the  company. 

This  dividend  just  declared  in  the  form  of  a  scrip  dividend, 
represented  by  dividend  certificates,  has  been  earned,  but  by 
reason  of  existing  conditions  and  the  present  depression  in  the 
pig  iron  market,  it  was  deemed  advisable  by  the  board  of  direc- 
tors to  husband  its  cash  resources.  Therefore  the  proposition 
which  confronted  the  board  was  this:  The  dividend  has  been 
earned,  but  it  was  believed  to  be  not  in  the  interest  of  the  com- 
pany to  disburse,  at  this  time,  the  amount  of  cash  necessary  to 
pay  such  dividend  in  cash,  yet  it  seemed  clear  that  the  stock- 
holders should  participate  in  the  earnings  of  the  company.  To 
meet  this  situation,  it  was  thought  wise  to  declare  a  dividend 
payable  twelve  months  after  the  date  upon  which  a  cash  divi- 
dend would  ordinarily  have  been  paid,  such  dividend  to  be 
represented  by  a  dividend  certificate  dated  January  1,  1915,  the 
day  upon  which  a  cash  dividend  would  under  normal  conditions 
have  been  paid,  and  to  bear  interest  at  the  rate  of  6  per  cent 
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from  January  1,  1915,  which  dividend  certificate  is  by  its  terms 
to  be  payable  one  year  from  such  date  or  on  January  1,  1916, 
and  to  bear  interest  at  the  rate  of  6  per  cent  per  annum. 

Omission  of  Dividends  to  Conserve  Cash  Resources 

At  times,  directors  of  corporations  will  omit  declaring 
regular  dividends,  not  because  earnings  are  not  available, 
but  to  conserve  the  cash  resources  of  the  business  in  an- 
ticipation of  changes  in  business  conditions.  On  August 
9,  1924,  the  directors  of  the  Atlantic  Refining  Company 
omitted  the  declaration  of  the  quarterly  dividend  on  the 
common  stock,  citing  as  reason  for  their  action  that  be- 
cause of  uncertain  business  conditions  in  general  and  in 
the  petroleum  industry  in  particular  it  was,  in  their  opin- 
ion, for  the  best  interest  of  the  common  stockholders  that 
all  cash  resources  should  be  conserved  at  the  present  time, 
and  furthermore,  that  it  would  be  advisable  to  continue 
the  policy  until  its  recent  issue  of  4^/2  per  cent  gold 
notes  had  been  paid  off.  The  gold  note  issue  referred  to 
amounted  to  $15,000,000  and  the  company  had  a  surplus 
on  June  30,  1924,  of  $21,301,641. 

Such  a  policy  sacrifices  the  present  interest  to  the 
future  interest  of  stockholders,  and,  although  it  shows 
sound  financing  from  the  viewpoint  of  the  corporation, 
it  may  result  in  decided  loss  to  those  investors  in  stock 
of  the  company,  who  anticipated  regular  dividends,  and 
who  are  compelled  to  sell  their  holdings  at  a  low  market 
price  because  of  suspension  of  dividends. 

Adopting  a  Dividend  Policy 

As  previously  indicated,  corporations  do  not  pay  out 
all  of  their  net  earnings  in  the  form  of  dividends.  Such 
a  policy  would  ordinarily  result  in  wide  divergence  of 
dividend  rates  from  year  to  year,  since  the  net  profits 
of  most  business  enterprises  tend  to  vary  not  merely  with 
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the  cost  of  goods  sold  and  the  selling  price,  but  also  with 
the  volume  of  business  transacted.  These  are  three  vary- 
ing factors  in  practically  every  business  enterprise  which 
cause  net  earnings  to  fluctuate.  The  importance  of  reg- 
ular stable  dividends  to  both  the  stockholders  and  the 
corporation  has  been  indicated.  The  question,  therefore, 
which  confronts  the  board  of  directors  of  a  corporation 
is:  What  portion  of  net  earnings  shall  be  paid  out  in 
the  form  of  dividends?  In  order  to  maintain  an  even 
rate  of  dividends  on  its  stock,  directors  of  well  managed 
companies  are  governed  by  the  following  rules : 

1.  Not  to  pay  any  dividends  for  a  considerable  time 
after  the  company  begins  operation. 

2.  To  manage  expense  accounts  of  the  company  in 
such  a  way  as  to  reduce  fluctuations  in  net  profits  to  a 
minimum. 

3.  To  pay  out  in  dividends  in  any  one  year  only  a 
portion  of  the  net  profits. 

Every  new  business  enterprise  is,  to  some  extent,  an 
experiment.  Even  though  it  operates  in  an  established 
industrial  field,  where  equipment,  administration,  and 
product  are  standardized,  the  degree  of  success  cannot 
be  accurately  predicted.  There  are  many  elements  of 
uncertainty  in  every  business.  New  laws  to  reduce  prof- 
its may  be  enacted,  taxes  may  be  increased,  levies  for 
municipal  improvements  may  be  made,  new  tariff  laws 
may  encroach  on  earnings,  new  inventions  may  supercede 
old  processes — these  and  countless  similar  influences  are 
constantly  at  work  to  invalidate  the  calculations  of  direc- 
tors. Even  with  the  most  painstaking  care,  mistakes  of 
construction,  location,  or  anticipation  of  demand  may 
have  been  made.  Conservative  directors  will,  therefore, 
refuse  to  pay  out  profits  to  stockholders  until  the  com- 
pany has  demonstrated  its  earning  power. 

The  methods  of  reducing  fluctuations  in  net  profits  to 
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a  minimum  by  utilizing  plant  to  capacity,  by  pushing 
sales,  particularly  in  dull  seasons,  by  developing  by-prod- 
ucts or  side  lines  and  by  gaining  monopoly  control  have 
been  previously  discussed.  The  growing  tendency  on 
the  part  of  business  units  to  combine,  to  integrate,  is 
prompted  largely  by  the  desire  on  the  part  of  the  man- 
agement to  assure  greater  stability  of  earnings  by  obtain- 
ing control  over  markets  and  prices. 

Nevertheless,  net  profits  continue  to  vary  considerably 
in  most  business  enterprises  from  year  to  year.  The  in- 
come statement  of  the  Baldwin  Locomotive  Works,  for 
instance,  shows  net  profits  of  $6,516,464  in  1923  and 
$1,320,027  in  1924.  The  income  account  of  the  Kelly 
Springfield  Tire  Company  for  1922  reveals  net  profits  of 
$3,144,549,  while  in  1923  the  business  was  operated  at  a 
net  loss  of  $1,166,285  and  in  1924  at  a  net  loss  of  $1,525,- 
749.  The  net  profit  of  the  American  Woolen  Company 
prior  to  payment  of  preferred  and  common  dividends  in 
1923  was  $9,326,623,  while  in  1924  the  business  was 
operated  at  a  net  loss  of  $4,025,865.  These  are  typical 
illustrations  of  fluctuations  in  corporate  earnings.  In 
view  of  such  wide  fluctuations,  it  is  impossible  for  direc- 
tors of  corporations  to  pay  out  all  of  their  earnings  as 
dividends  in  any  one  year,  without  seriously  damaging 
the  financial  standing  of  the  company.  In  spite  of  its 
large  deficit  in  1924,  the  American  Woolen  Company  paid 
3I/2  per  cent  cash  dividends  on  its  common  stock.  This 
was  made  possible,  as  previously  illustrated,  by  the  fact 
that  all  the  net  profits  had  not  been  paid  out  as  dividends 
in  prosperous  years  but  a  large  reserve  or  surplus  had 
been  accumulated  which  could  be  drawn  on  to  pay  divi- 
dends in  lean  years.  The  accumulated  surplus  (less  de- 
preciation reserve)  of  the  American  Woolen  Company 
amounted  to  no  less  than  $33,596,726  on  January  1,  1924, 
but  was  reduced  to  $22,127,356  as  a  result  of  deficit  financ- 
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ing  in  the  course  of  the  year.  The  question  concerning 
the  percentage  of  net  profits  which  can  safely  be  paid 
to  stockholders,  and  at  the  same  time  preserve  a  stable 
dividend  rate,  is  a  matter  for  the  judgment  of  the  direc- 
tors of  individual  companies.  No  general  rule,  applicable 
to  all  companies  can  be  laid  down.  There  are,  however, 
certain  broad  considerations  on  the  basis  of  which  a 
classification  of  companies,  with  reference  to  the  propor- 
tion of  surplus  earnings  which  may  safely  be  paid  to 
stockholders,  can  be  made. 

The  percentage  of  average  profits  that  can  safely  be 
paid  to  stockholders  varies  with  the  regularity  of  profits. 
If,  for  instance,  the  difference  between  maximum  and 
minimum  net  profits  of  a  company  over  a  period  of  years 
is  50  per  cent,  it  should  pay  out  only  half  the  proportion 
of  annual  net  earnings  which  can  safely  be  paid  by  a 
company  whose  earnings  fluctuate  25  per  cent.  The 
greater  the  fluctuation,  the  less  the  percentage  of  average 
annual  earnings  which  should  be  paid  in  dividends. 
Furthermore,  adequate  provision  should  be  made  out  of 
earnings  for  the  necessary  operating  funds  and  main- 
tenance expenditures.  Working  capital  should  not  be 
impaired  by  too  liberal  a  dividend  policy.  Again,  most 
well  financed  companies  will  make  due  allowance  for 
maintenance  and  depreciation  out  of  earnings,  before  de- 
claring dividends.  If  invested  capital  is  impaired  by 
disbursements  to  stockholders,  it  is  analogous  to  paying 
dividends  out  of  capital  and  not  out  of  earnings.  If,  for 
example,  a  company  has  net  earnings,  before  allowing 
for  depreciation,  of  $100,000,  and  it  is  discovered  that  in 
the  course  of  a  year  the  capital  value  of  its  plant  and 
equipment  has  decreased  $100,000,  the  $100,000  in  reality 
should  be  regarded  as  replacement  fund  and  not  as  net 
earnings.  They  represent  a  portion  of  the  capital,  and  if 
paid  out  as  dividends,  stockholders  are  really  receiving 
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dividends  out  of  capital,  and  not  out  of  earnings.  In 
order  to  estimate  the  amount  of  funds  required  to  be  set 
aside  out  of  earnings  for  the  normal  conduct,  maintenance 
and  expansion  of  the  business  over  a  certain  period,  most 
well  managed  companies  to-day  prepare  a  financial 
budget. 

The  Financial  Budget  of  a  Business  Enterprise 

A  business  budget  is  an  estimate  of  the  necessary  dis- 
bursements for  the  conduct  of  a  business  over  a  period 
of  time,  usually  one  year.  It  is  an  estimate  of  the  ex- 
penditures necessary  to  operate  the  different  departments 
of  an  enterprise. 

In  practically  every  industrial  enterprise  there  are 
three  departments :  purchasing,  operating,  and  selling.  In 
preparing  a  business  budget,  tKe  selling  or  sales  depart- 
ment must  first  make  a  forecast  of  sales.  This  involves 
a  careful  study  of  markets  and  market  conditions.  The 
sales  manager  or  whoever  is  charged  with  preparing  the 
budget  for  the  department,  must  sense  what  goods  and 
what  quantities  of  goods  will  probably  be  bought  in  dif- 
ferent markets  and  at  what  prices.  He  may  base  his 
predictions  of  sales  on  his  observations  concerning  past 
performances.  If,  for  example,  the  volume  of  sales  shows 
a  somewhat  uniform  increase  of  10  per  cent  annually  for 
a  number  of  years  he  can  assume  that  sales  will  increase 
by  10  per  cent  in  volume  the  coming  year.  That  such  a 
prediction  may  sometimes  fail  of  fulfillment  is  illustrated 
by  the  recent  experience  of  the  Victor  Talking  Machine 
Company.  Anticipating  a  normal  increase  in  demand  for 
its  product  over  the  Christmas  holidays  of  1924,  based 
on  former  experiences,  additional  facilities  and  plant 
enlargements,  as  well  as  an  increased  manufacturing 
schedule  were  adopted.  The  sales  for  the  first  ten  months 
of  1924  were  about  on  a  par  with  the  previous  year  (one 
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of  the  largest  in  the  history  of  the  company)  thus  in- 
dicating that  the  budget  was  well  planned.  However,  an 
exhaustive  canvass  in  October,  1924,  gave  indications  of 
a  decrease  in  the  holiday  trade,  owing  to  the  great  de- 
mand for  radio  receiving  sets  and  the  general  business 
depression.  Schedules  were  reduced,  but  it  was  impos- 
sible to  check  the  output  before  a  considerable  surplus 
of  instruments,  which  under  normal  conditions  would 
have  been  absorbed  in  November  and  December,  had  ac- 
cumulated, resulting  in  considerable  increase  in  inventory 
as  compared  with  the  previous  year.  This  inventory  has 
since  been  sold  at  a  heavy  sacrifice. 

Such  changes  in  anticipated  demand  frequently  over- 
throw the  most  careful  calculations  based  on  past  ex- 
periences. This,  however,  does  not  necessarily  imply 
that  estimates  of  future  demand  are  worthless.  "Without 
such  estimates,  business  could  not  be  carried  on,  for,  as 
was  previously  pointed  out,  modern  business  is  carried 
on  largely  in  anticipation  of  demand.  The  sales  manager 
must  make  his  estimates  on  the  basis  of  past  performances 
and  if,  because  of  unforseen  circumstances,  his  estimate 
proves  incorrect,  he  cannot  be  held  responsible.  Predic- 
tion of  any  kind  is  hazardous,  for  the  prophet  never 
knows  what  the  future  holds  in  store. 

In  making  his  estimate,  the  sales  manager  or  budget 
officer  will  not  merely  be  guided  by  the  past  volume  of 
sales,  but  also  by  prices.  If  the  prices  have  changed 
either  more  or  less  rapidly  than  the  general  price  level, 
this  fact  will  have  to  be  taken  into  consideration  in  esti- 
mating the  future  selling  price.  If,  for  example,  the 
average  selling  price  of  the  product  has  remained  the 
same,  with  a  10  per  cent  average  annual  increase  in  vol- 
ume of  sales,  the  estimated  gross  revenue  from  sales  will 
be  essentially  different  than  if  the  selling  price  had  either 
risen  or  fallen  with  the  volume  of  sales  or  in  accordance 
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with  the  general  level  of  prices.  Furthermore,  the  budget 
officer  must  take  into  consideration  conditions  of  sale  and 
possible  trade  discounts  in  arriving  at  an  accurate  estimate 
of  anticipated  proceeds  from  sales.  Lastly,  he  must  make 
a  careful  estimate  of  cost  of  sales  such  as  advertising, 
selling,  shipping,  and  delivering  of  goods. 

On  the  basis  of  the  budget  prepared  by  the  sales  de- 
partment, the  buying  and  operating  departments  will 
make  their  estimates  of  costs  of  raw  materials,  labor,  and 
overhead,  including  estimates  of  administrative  and  main- 
tenance expenditures.  The  estimates  of  the  operating 
department  should  include  analyses  of  possible  economies 
which  may  result  from  utilizing  labor-saving  devices, 
operating  to  capacity,  and  eliminating  waste  in  operating. 
The  purchasing  department,  in  turn,  should  study  prices 
of  industrial  materials  in  different  markets,  economical 
purchases  both  with  reference  to  quantity  and  quality, 
efficient  and  punctual  delivery  of  industrial  materials, 
and  trade  discounts.  Finally,  an  estimate  of  expenditures 
out  of  earnings  for  expansions,  improvements  and  better- 
ments should  be  included  in  the  business  budget. 

The  foregoing  suggests  in  a  general  way  the  many  con- 
siderations involved  in  the  careful  preparation  of  a  busi- 
ness budget.  Many  advantages  may  be  claimed  for  a  well 
prepared  financial  budget  of  a  business  enterprise. 

Advantages  of  the  Business  Budget 

In  a  booklet  recently  published  by  Ernst  and  Ernst, 
entitled  ** Budget  Control"  the  advantages  of  a  well 
planned  business  budget  are  ably  set  forth  as  follows : 

1.  It  is  a  marked  influence  in  the  most  economical  use 
of  working  capital,  since  it  is  planned  to  utilize  plant 
facilities  and  current  assets  to  the  maximum  of  their 
potentiality. 

2.  It  prevents  waste,  since  it  regulates  the  spending 
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of  money  for  a  definite  purpose  and  in  accordance  with 
appropriations  established  by  the  executives  of  the  busi- 
ness. 

3.  It  places  definitely — just  where  it  belongs — the 
responsibility  for  each  function  of  the  business. 

4.  It  makes  for  coordination.  It  compels  all  depart- 
ments of  a  business  to  cooperate  in  attaining  the  results 
fixed  by  the  budget. 

5.  It  presents  in  cold  figures  the  best  judgment  of 
executives  committed  to  a  definite  business  objective,  thus 
guarding  against  undue  optimism  which  often  leads  to 
overexpansion. 

6.  It  acts  as  a  safety  signal  for  management  since  it 
indicates  the  variance  between  its  estimates  and  the  ac- 
tual results  obtained  from  period  to  period,  or  from 
month  to  month.  Thus,  it  shows  when  to  proceed  cau- 
tiously as  well  as  when  manufacturing  or  merchandising 
expansion  may  be  safely  undertaken.  It  is  an  automatic 
check  on  the  judgment  of  the  executives — a  check  fre- 
quently revealing  losses  in  time  to  stop  the  waste. 

7.  It  is  the  most  potent  force  in  business  for  the  con- 
servation of  the  resources  of  business,  since  it  regulates 
the  spending  of  money  within  the  confines  of  income. 

8.  It  is  invaluable  to  management  in  determining  the 
effect  of  sales,  production,  and  financial  policies. 

9.  It  compels  management  to  study  its  markets,  prod- 
ucts, methods,  and  service,  thus  disclosing  ways  and 
means  for  strengthening  and  enlarging  the  business. 

10.  It  compels  management  to  study  and  to  plan  for 
the  most  economical  use  of  labor,  material,  and  expense. 

11.  It  is  the  only  means  for  predetermining  when,  and 
to  what  extent,  financing  will  be  necessary. 

12.  It  makes  business  more  interesting  to  management. 
It  sets  up  a  target  to  shoot  at,  and  provides  a  gauge  for 
measuring  the  accuracy  of  the  shot.     It  is  a  test  of  the 
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ability  of  management  to  make  things  happen  in  accord- 
ance with  a  well  ordered  plan. 

13.  Managements  which  have  developed  a  well  or- 
dered budget  plan,  and  which  operate  accordingly,  find 
greater  favor  from  their  bankers  and  board  of  directors. 

14.  It  compels  management  to  fortify  itself  with  ade- 
quate accounting,  cost  accounting  and  financial  records. 

The  Budget  as  Guide  to  Establishing'  a  Dividend  Policy 

A  carefully  prepared  budget  serves  as  a  guide  to  the 
directors  of  a  company,  in  aiding  them  to  judge  accu- 
rately the  amount  of  profits  which  they  should  set  aside 
to  meet  necessary  business  expenditures  for  a  period  of 
time,  before  declaring  dividends.  It  is  not  necessary  to 
set  aside  an  amount  out  of  profits  to  finance  all  the  esti- 
mated operating  expenditures  in  the  budget  for  the  entire 
year.  This  might  be  necessary  if  collections  for  goods 
sold  were  made  only  once  a  year.  But  even  then  it  would 
hardly  be  required,  since  these  accounts  and  notes  re- 
ceivable would  serve  as  security  for  loans  from  commer- 
cial banks.  Well  managed  enterprises  endeavor  to  have 
bills  maturing  from  day  to  day,  so  that  a  certain  flow  of 
funds  is  constantly  replenishing  the  cash  reservoir.  Ex- 
penditures for  expansions  and  improvements  are  usually 
fairly  large.  To  the  extent  that  they  are  to  be  financed 
out  of  earnings,  provision  should  be  made  to  build  up  a 
fund  for  this  purpose  over  a  series  of  years.  Not  until 
allowance  is  made  out  of  earnings  for  all  necessary  out- 
lays for  the  successful  conduct  and  development  of  the 
business  for  a  period  of  time,  can  directors  safely  declare 
dividends.  From  the  point  of  view  of  the  business,  there 
is  no  valid  reason  for  jeopardizing  the  future  credit  rat- 
ing and  financial  soundness  of  a  company  in  order  to  pre- 
serve its  present  credit  standing,  even  though  such  a 
policy  may  at  times  work  hardship  for  the  stockholders. 
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If  an  operation  is  required  to  save  the  life  of  a  patient,  it 
is  scarcely  advisable  to  postpone  the  operation,  hoping 
that  conditions  may  change  which  will  not  necessitate 
his  submitting  to  the  surgeon's  knife.  The  patient  may 
die  in  the  meantime.  So  also  in  the  case  of  a  corporation 
which  will  jeopardize  its  future  in  order  to  continue  its 
present  credit  rating.  A  conservative  board  of  directors, 
charged  with  the  management  of  corporate  earnings,  will 
first  consider  the  business  needs,  and  then  the  desires  of 
stockholders.  The  business  budget,  well  planned,  is  an 
invaluable  aid  to  the  directors  of  a  corporation  in  deter- 
mining what  the  financial  requirements  for  the  conduct 
and  development  of  the  business  are.  "Without  knowl- 
edge of  such  requirements  it  is  impossible  to  adopt  a 
sound  dividend  policy. 

Summary 

The  distribution  of  net  income  in  an  individual  enter- 
prise rests  with  the  proprietor  of  the  business.  In  a  part- 
nership, the  agreement  usually  specifies  the  manner  in 
which  profits  are  to  be  allocated.  But  in  a  corporation, 
the  stockholders  normally  have  no  say  in  the  matter  of 
distributing  net  income.  The  directors,  in  the  absence 
of  proof  of  deliberate  and  fraudulent  withholding  of  divi- 
dends, possess  sole  authority  in  the  matter  of  distributing 
corporate  earnings. 

Dividends  are  the  share  of  net  income,  set  aside,  de- 
clared, and  ordered  by  the  directors  of  a  corporation,  to 
be  paid  to  the  stockholders.  It  is  illegal  to  pay  dividends 
out  of  capital.  The  fund  out  of  which  dividends  are  paid 
does  not  necessarily  have  to  be  accumulated  during  the 
dividend  period.  Many  corporations  pay  dividends,  even 
though  they  have  been  operating  at  a  net  loss  for  the 
particular  year. 

Dividends  are  either  ' '  regular  "  or  ' '  extra. ' '     Well  man 
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aged  concerns  strive  to  preserve  a  regular  dividend  rate 
from  year  to  year.  This  will  tend  to  increase  their  credit 
rating  and  enhance  the  investment  value  of  their  securi- 
ties. Extra  dividends  should  be  made  regular  dividends 
only  after  net  earnings  over  a  number  of  years  have  been 
found  large  enough  to  warrant  the  change.  The  distri- 
bution of  corporate  assets,  other  than  cash,  is  commonly 
called  declaring  property  dividends.  When  current  as- 
sets are  nondistributable,  directors  of  corporations  may 
borrow  the  necessary  funds  to  pay  regular  dividends, 
pledging  the  current  assets  as  security  for  the  loan. 
When  this  is  found  to  be  inexpedient,  directors  may  issue 
a  scrip  dividend,  or  promissory  note,  in  order  to  retain 
a  regular  dividend  policy.  At  times,  directors  will  omit 
cash  dividends  in  order  to  conserve  cash  resources. 

Directors  of  well  managed  companies  will  be  guided  by 
the  following  rules  in  the  dividend  policy:  1.  They  will 
not  pay  dividends  until  sometime  after  the  establish- 
ment of  the  business.  2.  They  will  strive  to  reduce 
fluctuations  in  net  profits.  3.  They  will  pay  out  in  divi- 
dends only  a  portion  of  net  profits  in  any  one  year.  To 
guide  them  in  their  dividend  policy,  directors  will  have  a 
business  budget  prepared.  This  consists  of  a  careful  esti- 
mate of  expenditures  over  a  definite  period  of  time,  drawn 
up  by  the  three  branches  in  an  industrial  enterprise :  the 
sales  department,  the  production  department,  and  the  pur- 
chasing department.  Many  advantages  are  claimed  for  a 
well  planned  business  budget.  It  prevents  waste,  places 
responsibility,  makes  for  cooperation,  shows  the  effects  of 
business  policies,  anticipates  necessary  financing,  and  in 
general,  increases  the  interest  of  the  management  in  the 
business.  A  well  prepared  business  budget  is  an  indispen- 
sable guide  to  the  directors  of  a  corporation  in  adopting  a 
dividend  policy. 
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Guide  Questions 

1.  What  are  dividends? 

2.  Under  what  conditions  may  stockholders  force  directors 
to  declare  dividends? 

3.  "Dividends  may  not  be  paid  legally,  if  thereby  capital 
is  impaired."     Explain. 

4.  How  do  directors  proceed  in  declaring  dividends? 

5.  To  whom  are  dividends  paid? 

6.  When  does  a  dividend  become  a  liability  of  a  corporation? 

7.  Distinguish  between  regiilar  and  extra  dividends. 

8.  What  is  the  significance  of  a  regular  rate  of  dividends? 
Illustrate. 

9.  Under   what   conditions   may   extra   dividends   be   made 
regular  dividends? 

10.  '^Miat  is  meant  by  property  dividends? 

11.  Is  borrowing  funds  to  pay  dividends  the  same  as  paying 
dividends  out  of  capital?    Exj^lain. 

12.  What  is  a  scrip  dividend? 

13.  Why  do  corporations  issue  scrip  dividends? 

14.  What  rules  govern  the  dividend  policy  of  well  managed 
companies  ? 

15.  "Every  new  business  enterprise  is,  to  some  extent,  an 
experiment."     Explain. 

16.  Which  of  the  following  enterprises  may  safely  pay  out 
the  larger  amount  of  net  earnings  in  annual  dividends;  a  street 
railway  company  or  a  textile  manufacturing  company;  a  tire 
manufacturing  company  or  a  mercantile  establishment;  a  con- 
struction company  or  a  bank?     Give  reasons. 

17.  What  is  a  business  budget? 

18.  What  is  the  reason  for  preparing  a  business  budget? 

19.  How  is  a  business  budget  prepared? 

20.  What  are  the  advantages  claimed  for  a  well  prepared 
budget? 

21.  How  may  a  budget  serve  as  a  guide  to  establishing  a 
sound  dividend  policy? 


CHAPTER  XI 

FURTHER  MANAGEMENT  OF  CORPORATE  INCOME 

The  Nature  of  Corporate  Surplus 

Financial  statements  of  individual  enterprisers  and 
partnerships  do  not  show  a  surplus,  as  the  term  is  com- 
monly used.  The  net  gains  of  business  operation  are 
represented  by  net  profits  or  net  earnings,  and  to  the  ex- 
tent that  these  net  profits  are  reinvested  in  the  business 
to  increase  the  value  of  the  assets,  the  investment  or 
property  accounts  of  the  proprietors  of  the  business  are 
likewise  increased. 

In  a  corporation,  however,  it  is  common  practice  to 
place  in  a  separate  account  the  excess  over  that 
which  the  company  owns  and  that  which  it  owes. 
The  value  of  that  which  a  company  owns  is  spoken  of  as 
the  assets  of  the  company,  and  the  value  of  that  which  it 
owes  is  referred  to  as  its  liabilities.  Since  a  corporation 
has  an  existence  apart  from  its  owners,  for  that  part  of 
the  value  of  its  assets,  which  does  not  represent  its  debts, 
it  is  responsible  to  its  stockholders.  Thus,  in  the  final 
analysis  a  corporation  always  owes  as  much  as  it  owns, 
and  vice  versa,  it  owns  as  much  as  it  owes.  But  the  orig- 
inal or  direct  property  rights  of  stockholders  of  a  com- 
pany are  commonly  carried  on  the  books  of  the  company, 
either  at  their  face  or  par  value  as  capital  stock,  or  at 
the  value  of  the  actual  investment  made  by  the  stock- 
holders. The  increase  in  the  value  of  the  legal  property 
claims  of  the  stockholders  resulting  primarily  from  suc- 
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cessful  business  operation  is  spoken  of  as  corporate 
surplus. 

Corporate  surplus  may  therefore  be  defined  as  the  ex- 
cess of  the  assets  over  the  liabilities  of  a  company.  Since 
this  excess,  in  case  of  dissolution,  becomes  the  property 
of  the  stockholders,  it  is  customary  to  place  it  on  the 
financial  statement  of  a  company  on  the  liability  side. 
"When  this  is  done,  assets  and  liabilities  are  equal,  the 
two  sides  of  the  financial  statement  balance,  and  such 
a  balanced  statement  of  assets  and  liabilities  is  called  a 
balance  sheet.  In  case  there  is  no  surplus,  but  liabilities 
exceed  the  assets,  there  will  be  a  deficit,  which  is  recorded 
on  the  asset  side  of  the  balance  sheet. 

The  fact  that  corporate  surplus  is  the  property  of  the 
stockholders  has  induced  some  companies  to  combine  the 
value  of  capital  stock  and  surplus  in  one  account.  This 
is  particularly  true  when  companies  have  issued  no  par 
value  stock.  Such  shares  may  be  carried  on  the  books 
of  the  company,  either  at  their  original  selling  price, 
or  at  a  price  established  by  the  board  of  directors,  or, 
finally,  at  a  figure  representing  the  excess  of  the  value 
of  the  assets  over  liabilities  to  others  than  stockholders. 
The  balance  sheet  of  the  Bigelow-Hartford  Carpet  Com- 
pany, for  instance,  as  of  December  31,  1924,  contained 
the  following  items: 

Assets 

Land,  buildings,  etc.  (less  reserves) $10,578,120 

Cash     1,507,795 

U.  S.  Government  Securities 483,999 

Accounts  and  Notes  Receivable  (less  reserves) 2,684,827 

Inventories    6,966,909 

Sundry  Investments   11,000 

Deferred  Charges   120,345 

$22,352,995 
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Liabilities 

6  Per  Cent  Preferred  Stock $2,724,300 

Common  Stock  and  Surplus 17,526,397 

Drafts  Payable    72,949 

Accounts    Payable    427,934 

Reserves  for  Federal  Taxes 524,659 

Reserves  for  Contingency 1,076,756 

$22,352,995 

The  common  stock  and  surplus  in  the  foregoing  state- 
ment are  represented  by  241,500  shares  of  stock  of  no  par 
value. 

The  balance  sheet  of  the  Nepthune  Meter  Company  of 
New  York  contains  the  follovring  item:  surplus  (repre- 
senting no  par  value  common  stock),  $1,512,546.  Here 
the  equity  of  the  holders  of  common  stock  in  the  assets 
of  the  company  is  represented  entirely  by  the  surplus. 

The  Sources  of  Corporate  Surplus 

Corporate  surplus  does  not  arise  merely  from  success- 
ful business  operation.  In  the  preceding  chapter,  the 
sources  of  supplementary  income  of  a  company  were 
pointed  out.  These  may  be  briefly  reviewed  here,  for  to 
the  extent  that  this  supplementary  net  income  is  not  dis- 
tributed among  stockholders  or  segregated  into  special 
funds,  it  is  added  to  surplus  account.  In  addition  to 
business  earnings,  corporate  surplus  may  be  derived 
from  the  sale  of  corporate  assets  no  longer  needed  in  the 
business,  at  a  profit.  A  company  may,  for  instance,  have 
replaced  old  machinery  out  of  depreciation  reserve  and 
sold  the  used  machines.  The  profits  realized  on  such 
sales  will  constitute  a  source  of  corporate  surplus.  A 
plant  no  longer  needed  for  the  business  may  be  profit- 
ably sold  to  another  concern,  and  the  profits  realized  on 
the  sale  added  to  surplus  account. 
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Again,  surplus  may  result  from  the  sale  of  corporate 
securities  above  par.  It  is  customary  for  banking  insti- 
tutions to  sell  their  capital  stock,  par  value,  $100,  at  a 
premium  of  10  per  cent  or  more,  and  thus  to  create  a 
surplus  immediately.  At  times,  incorporators  of  a  new- 
company  have  accepted  shares  of  stock  fully  paid,  in 
return  for  services  rendered,  and  have  returned  a  portion 
of  these  shares  to  the  company  as  a  donation  to  be  sold 
for  cash.  The  sale  of  such  donated  treasury  stock  helps 
to  build  up  surplus  account. 

Sometimes  corporations  make  large  profits  from  the 
sale  of  securities,  purchased  for  various  reserve  funds  at 
a  low  figure.  Such  profits,  realized  on  the  conversion  of 
one  form  of  current  assets — securities — into  another — 
cash — are  available  for  surplus  account.  Finally,  sur- 
plus may  result  from  a  revaluation  of  corporate  assets, 
possibly  including  among  the  asset  items  intangible  as- 
sets, such  as  good  will  and  trade  marks.  In  a  period  of 
rapidly  rising  prices,  corporate  assets  will  also  tend  to 
increase  in  value  because  of  the  larger  margin  of  profits 
realized  on  these  assets.  Financial  managers  of  corpora- 
tions have  at  times  written  up  the  value  of  their  assets, 
as  their  profits  realized  on  these  assets  increased.  The 
higher  value  placed  on  the  assets  has  increased  surplus 
account. 

At  times  the  surplus  account  on  the  balance  sheet  of  a 
corporation,  derived  from  any  or  all  of  the  foregoing 
sources,  of  profits,  is  considerably  in  excess  of  the  actual 
par  value  of  the  outstanding  capital  stock.  The  reasons 
for  building  up  large  surplus  accounts  by  corporations  in 
recent  years  will  be  discussed  later  in  this  chapter. 

Inexpediency  of  Revaluing  Assets  with  Rising  Prices 

The  practice  of  revaluing  corporate  assets  in  a  period 
of  rapidly  rising  prices  to  create  a  surplus  is  not  to  be 
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recommended.  Prices  cannot  continue  to  rise  indefinitely. 
There  is  an  ultimate  stopping  and  turning  point.  The  sig- 
nificance of  the  regular  upward  and  downward  movement 
of  prices  will  be  discussed  in  Chapter  XIII.  Here  atten- 
tion is  called  merely  to  the  fact  that  writing  up  the  value 
of  corporate  assets  in  periods  of  rising  prices  may  prove 
injurious  to  the  company  resorting  to  this  practice.  When 
a  business  depression  sets  in  and  prices  go  down,  the  com- 
panies which  have  built  up  surplus  out  of  revaluation  of 
assets  and  have  capitalized  it,  will  find  themselves  over- 
capitalized, and  may  no  longer  be  able  to  earn  a  fair  re- 
turn on  their  capitalization.  The  investors  who  bought 
such  inflated  stock  in  good  faith  are  deceived  and  may, 
in  consequence,  lose  faith  in  sound  business  enterprises. 

The  practice  of  creating  corporate  surplus  by  revalu- 
ing assets  was  constantly  resorted  to  by  companies  in 
Germany  during  the  period  of  currency  inflation  from 
1919  to  1923.  Financial  statements  were  issued  by  cor- 
porations almost  daily,  showing  ever  increasing  sur- 
pluses and  new  allotments  of  stock  dividends,  at  times, 
indicating  increases  in  capitalization  of  several  thousand 
per  cent.  The  continued  currency  inflation  in  France 
to-day  must  inevitably  result  in  rises  of  prices,  and  will 
probably  induce  financial  managers  to  build  up  large 
surpluses  by  revaluing  assets.  Such  a  practice  gives  an 
erroneous  picture  of  industrial  prosperity.  It  leads  to 
deception,  and,  therefore,  a  conservative  management 
will  usually  not  employ  it  as  a  means  of  creating  surplus. 

The  Division  of  Surplus  Account 

Some  companies  divide  their  surplus  into  different  ac- 
counts, such  as  reserve  for  working  or  operating  capital, 
reserves  for  contingencies,  reserves  for  insurance,  undi- 
vided profits,  and  so  on.  Others  carry  all  of  these  items 
in  a  single  account.     The  reason  for  dividing  up  surplus 
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into  separate  accounts  is  to  let  stockholders  know  that 
not  all  the  surplus  is  available  for  possible  dividends, 
but  that  a  portion  of  it  must  be  kept  in  the  business. 
Stockholders  have  come  to  look  upon  surplus  as  some- 
thing which  belongs  to  them,  and,  if  directors  allow  too 
large  a  surplus  to  accumulate,  stockholders  will  begin  to 
question  the  motives  of  the  directors  in  not  distributing 
this  surplus  among  them.  To  avoid  such  a  contingency, 
directors  of  many  companies  are  dividing  up  net  income, 
as  it  accumulates  from  year  to  year,  among  a  variety  of 
accounts,  allowing  only  that  amount  to  stand  in  surplus 
account  to  which  they  feel  the  stockholders  should  have 
a  claim. 

Disposing  of  Corporate  Surplus 

In  the  preceding  chapter  we  have  indicated  how  cor- 
porate surplus  may  be  drawn  o.u  to  pay  cash  dividends, 
even  though  these  dividends  have  not  been  earned  over 
a  certain  dividend  period.  Furthermore,  a  corporation 
may  reduce  its  surplus  by  declaring  a  property  dividend. 
As  previously  indicated,  many  companies  during  the  Great 
War  invested  heavily  in  government  securities.  Subse- 
quently, they  either  sold  these  bonds  for  cash  and  paid 
extra  dividends  to  their  stockholders,  or  they  paid  divi- 
dends by  actually  distributing  the  bonds  among  the 
stockholders.  When  either  cash  or  property  dividends 
are  distributed,  the  surplus  is  correspondingly  reduced. 
"When  the  assets  of  a  corporation  are  not  available  for 
either  cash  or  property  dividends,  but  are  represented 
by  items  needed  for  the  successful  conduct  of  the  busi- 
ness, how  may  the  evidence  of  the  increased  value  of 
their  assets  as  reflected  in  the  large  surplus  be  given 
to  the  stockholders?  The  process  of  capitalizing  corpo- 
rate surplus  is  commonly  spoken  of  as  the  declaration  of  a 
stock  dividend. 
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Why  Corporations  Distribute  Stock  Dividends 

The  term  stock  dividend  is  a  misnomer,  for  it  conveys 
the  idea  that  something  is  being  divided  among  the 
stockholders.  In  reality,  nothing  is  divided  among  the 
stockholders  which  they  did  not  previously  own.  As 
pointed  out  before,  stock  represents  ownership  of  the 
company,  and  a  proportionate  increase  in  the  number 
of  shares  of  stock  owned  by  each  stockholder  does  not 
increase  any  one's  ownership  claims  or  property  values. 
Let  us  assume  four  stockholders  owning  100  shares  of 
stock  in  a  corporation  as  follows :  A  owns  10  shares ;  B, 
20  shares;  C,  30  shares;  D,  40  shares.  If  this  company 
were  to  issue  a  100  per  cent  stock  dividend  the  holdings 
of  each  stockholder  would  be  doubled,  but  their  propor- 
tionate property  interests  would  still  bear  the  relation- 
ship of  1 :2  :3  :4. 

"When  a  stock  dividend  is  issued,  a  portion  of  surplus 
account  is  transferred  to  capital  stock  account,  while  the 
assets  and  liabilities  of  the  company  remain  the  same. 
Since  the  assets  of  the  corporation  are  not  decreased  as 
a  result  of  issuing  a  stock  dividend,  nothing  that  the 
corporation  owns  has  been  given  up.  If  nothing  has  been 
given  away  by  the  corporation,  no  one  can  have  received 
anything. 

Why,  then,  do  corporations  issue  stock  dividends?  A 
number  of  reasons  for  this  practice  may  be  cited.  In  the 
first  place,  it  insures  permanent  retention  of  profits  in 
the  business  by  making  surplus,  when  once  capitalized, 
legally  unavailable  for  cash  dividends  at  a  future  date. 
Reference  has  been  made  to  the  practice  of  paying  cash 
dividends  by  drawing  on  accumulated  surplus,  when 
dividends  have  not  been  earned  over  a  dividend  period. 
If  the  surplus  had  been  capitalized  by  declaring  a  stock 
dividend,  a  company  would  have  to   suspend  dividend 
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payment  in  lean  years,  for  payment  of  dividends  by  im- 
pairing capital  is  illegal. 

Second,  stock  dividends  may  be  emplo^'ed  to  conceal 
accumulated  profits,  with  a  view  to  discouraging  pos- 
sible competition.  A  cash  dividend  of  18  per  cent  on 
paid-in  capital  stock  would  probably  attract  attention,  if 
paid  over  a  period  of  years,  but  a  6  per  cent  dividend, 
paid  on  a  capitalization  three  times  as  great,  would  ap- 
pear normal  or  possibly  even  below  normal.  Companies 
which  have  built  up  a  large  surplus,  and  are  paying 
dividends  over  and  above  what  is  commonly  regarded  a 
fair  rate  of  return,  will  sooner  or  later  be  inclined  to 
increase  their  capitalization  by  issuing  stock  dividends. 
If  such  companies  have  allowed  for  future  issue  of  capi- 
tal stock  in  their  financial  plan,  they  can  distribute  these 
authorized  shares  among  their  stockholders.  If,  how- 
ever, they  have  no  authorized  capital  stock  unissued, 
they  must  obtain  authority  from  the  state  in  which  they 
are  incorporated  to  issue  additional  shares. 

Not  infrequently  pressure  is  brought  to  bear  upon  the 
directors  of  a  corporation  by  the  stockholders  to  declare 
a  stock  dividend  in  order  to  give  them  more  tangible 
evidence  of  the  increasing  value  of  their  property.  To 
pacify  such  stockholders,  directors  may  be  induced  to 
transfer  a  portion  of  the  surplus  to  invested  capital. 

In  the  fourth  place,  directors  may  be  prompted  to  de- 
clare a  stock  dividend  to  reduce  the  price  of  each  share 
to  a  marketable  figure.  In  thus  reducing  the  market 
price  of  each  share,  the  potential  demand  of  possible 
buyers  is  converted  into  effective  demand.  The  market 
for  shares  of  stock  of  sound  corporate  enterprises,  sell- 
ing around  five  hundred  dollars  each,  will  tend  to  be 
more  limited  than  for  shares  of  similar  enterprises  sell- 
ing for  fifty  dollars  each.  In  every  market  there  are 
possible   buyers  with   a   certain   amount   of   purchasing 
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power,  a  potential  demand,  which  becomes  effective  when 
the  price  of  the  article  offered  for  sale  becomes  low 
enough  to  suit  them.  The  larger  the  number  of  possible 
purchasers  of  securities,  the  more  readily  may  these  secur- 
ities be  marketed. 

Fifth,  a  stock  dividend  may  be  employed  to  pay  a 
larger  aggregate  cash  dividend  without  increasing  the 
rate.  The  directors  of  the  Endicott-Johnson  Corporation 
on  March  5,  1923,  declared  the  regular  quarterly  divi- 
dend of  $1.25  per  share  on  the  common  stock  "in  ac- 
cordance with  the  company 's  announcement  that  it  would 
maintain  this  rate  on  its  common  stock,  which  was  in- 
creased in  February  by  a  twenty  per  cent  stock  divi- 
dend." Frequently,  corporations  will  declare  stock  divi- 
dends without  changing  the  dividend  rate  on  the  new 
capital  stock  outstanding. 

At  times,  stock  dividends  may  be  declared  in  order  to 
stimulate  speculative  activity  in  certain  security  issues. 
The  suggestion  of  a  stock  dividend  is  usually  sufficient  to 
boost  the  market  price  of  the  stock.  The  report  of  pro- 
posed ''melon-cutting"  tends  to  force  up  the  market  price 
of  the  stock,  and  may  result  in  a  good  margin  of  specula- 
tive profits  to  those  who  happen  to  have  advance  informa- 
tion of  the  proposed  declaration  of  a  stock  dividend.  When 
it  was  reported  that  the  American  Stores  Company  was 
about  to  declare  a  stock  dividend,  the  shares  of  this  corpo- 
ration rose  19  points  in  a  single  day. 

Finally,  it  is  argued  that  directors  issue  stock  divi- 
dends to  arouse  the  public  interest  in  their  company  by 
virtue  of  the  favorable  publicity  gained  by  such  a  dis- 
tribution. The  public  at  large  is  usually  not  aware  of 
the  large  accumulated  surplus  of  a  corporation,  until 
attention  is  called  to  it  by  a  stock  dividend  announce- 
ment. 
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Taxation  and  Stock  Dividends 

Most  of  the  foregoing  reasons  for  declaring  stock  divi- 
dends are  commonly  cited  by  directors  of  corporations. 
But,  in  view  of  recent  tax  legislation  and  of  court  de- 
cisions, other  potent  reasons  for  capitalizing  corporate 
surplus  have  inspired  the  actions  of  directors  of  companies 
with  large  accumulated  surpluses.  When,  in  1913,  the 
Federal  Income  Tax  Law  went  into  effect,  many  contro- 
versial questions  as  to  what  constituted  taxable  income 
under  the  provisions  of  the  law  were  raised.  One  of 
these  pertained  to  stock  dividends.  Should  stock  divi- 
dends be  regarded  as  income  by  their  recipients,  subject 
to  the  Federal  income  tax,  or  not? 

On  March  8,  1920,  the  United  States  Supreme  Court 
rendered  its  now  famous  decision  in  the  Eisner  v. 
Macomber  Case,^  excluding  stock  dividends  from  incomes 
subject  to  the  Federal  Income  Tax.  The  court's  argu- 
ment may  be  summarized  as  follows: 

Income  may  be  defined  as  the  gain  derived  from  capital,  from 
labor,  or  from  both  combined,  provided  it  be  understood  to 
include  profit  gained  through  a  sale  or  conversion  of  capital 
assets.  A  careful  distinction  is  drawn  between  gain  derived  from 
capital  as  contrasted  with  gain  accruing  to  capital.  In  the 
former  case  something  is  severed,  is  taken  away  from  capital, 
while  in  the  latter  ease  there  is  a  growth  or  increment  of  value 
in  the  investment. 

A  "stock  dividend"  shows  that  the  company's  accumulated 
profits  have  been  capitalized  instead  of  distributed  to  the  stock- 
holders or  retained  as  surplus  available  for  distribution  in  money 
or  in  kind,  should  opportunity  offer.  Far  from  being  a  realiza- 
tion of  profits  of  the  stockholder,  it  tends  rather  to  postiione 
such  realization,  in  that  the  fund  represented  by  the  new  stock 
has  been  transferred  from  surplus  to  capital,  and  is  no  longer 
available  for  actual  distribution. 

The  essential  and  controlling  fact  is  that  the  stockholder  has 

1  Cf.  252  U.  S.  189. 
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received  nothing  out  of  the  company's  assets  for  his  separate 
use  and  benefit;  on  the  contrary,  every  dollar  of  his  original 
investment,  together  with  whatever  accretions  and  accumula- 
tions have  resulted  from  emplojTnent  of  his  money  and  that  of 
other  stockholders  in  the  business  of  the  company,  still  remains 
the  property  of  the  company  and  subject  to  business  risks  which 
may  result  in  wiping  out  the  entire  investment. 

Since  nothing  is  taken  away  from  the  company's  as- 
sets by  declaring  a  stock  dividend,  nothing  can  be  re- 
ceived by  the  stockholder  which  he  did  not  previously 
have. 

This  contention  holds  true,  however,  only  within  cer- 
tain limitations.  We  have  noted  that,  as  a  result  of  a 
stock  dividend,  wider  marketability  is  generally  given 
to  the  shares  because  of  their  lower  market  price.  This 
makes  possible  the  sale  of  shares  at  a  profit.  The  profit 
which  the  seller  realizes  on  the  sale  of  his  shares  is  re- 
garded as  income,  and  subject  to  Federal  income  tax. 
By  way  of  illustration,  let  us  assume  a  person  bought 
stock  at  $200  per  share  after  March  1,  1913,  when  the 
Federal  Income  Tax  Law  went  into  effect.  The  company 
subsequently  issued  a  400  per  cent  stock  dividend,  giv- 
ing to  the  stockholders  of  record,  four  additional  shares 
of  stock  for  each  existing  share.  As  a  result  of  the  stock 
dividend,  the  stockholder  now  owns  five  shares  of  stock 
where  formerly  he  owned  one.  This  will  make  the  value 
of  each  share,  assuming  no  change  in  the  amount  of 
dividend,  approximately  $40.  But,  because  of  the  wider 
marketability  and  the  possible  anticipation  of  larger 
dividends  because  of  the  apparent  prosperity  of  the  com- 
pany, the  shares  will  very  soon  tend  to  rise  above  $40 
each.  If  the  person  who  paid  $200  a  share  for  his  stock, 
and  who  subsequently  received  five  shares  in  exchange 
for  one  of  the  old  shares  were  to  sell  one  of  his  new 
shares  at  $50,  he  would  realize  a  profit  of  $10  which 
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would  be  regarded  taxable  income.  By  selling  his  five  new 
shares  he  would  realize  a  fifty-dollar  taxable  profit.  But, 
as  long  as  he  does  not  sell  his  shares  he  has  not  realized 
his  profits,  and  the  Federal  Income  Tax  Law  aims  to  tax 
realized,  and  not  realizable,  income. 

Exception  to  the  Court's  Decision  Regarding  Stock  Divi- 
dends 

The  scope  of  the  decision  that  stock  dividends  are  not 
taxable  income  has  been  somewhat  narrowed  by  the  de- 
cision in  the  case  of  United  States  v.  Phellis,  handed  down 
November  21,  1921,  pertaining  to  the  distribution  of 
shares  of  stock  of  a  new  concern  among  the  shareholders 
of  an  old  company.  The  argument  by  Justice  Pitney 
may  briefly  be  summarized: 

So  long  as  the  surplus  and  profits  of  the  old  company 
remain  with  the  old  company,  a  distribution  of  the  com- 
pany's stock  by  stock  dividends  would  not  have  been 
income.  But  when  the  old  company  distributed  stock  of 
the  new  company,  representing  its  surplus  of  accumu- 
lated profits,  to  its  shareholders,  the  latter  received 
something  which  represented  a  separate  and  distinct 
value  unless  the  two  concerns  must  be  regarded  as  iden- 
tical. The  old  and  new  corporations  were  formed  in  dif- 
ferent states.  Their  capital  stock  was  different  in 
amount.  The  new  company  was  not  substantially  iden- 
tical with  the  old,  but  its  stockholders  had  property 
rights  and  influence  different  from  those  of  ownership  of 
stock  in  the  old  company. 

For  these  reasons,  in  brief,  the  court  held  that  the  stock 
dividends  thus  received  by  the  shareholders  of  an  old 
company  from  a  new  concern  were  gain  or  profit  from 
the  shareholders'  capital  interest  in  the  old  corporation, 
not  in  liquidation  of  capital,  but  in  distribution  of  ac- 
cumulated profits.     A  similar  decision  was  made  in  the 
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case  of  United  States  v.  John  D.  Rockefeller,  on  Novem- 
ber 21,  1921. 

Effects  of  the  Macomber  Decision 

Admitting  certain  limitations  to  the  general  applica- 
bility of  the  Macomber  decision,  this  important  decision 
of  the  Supreme  Court  of  the  United  States  has  undoubt- 
edly prompted  many  corporations  to  accumulate  their 
earnings  by  building  up  large  surpluses  and  subsequently 
capitalizing  them,  rather  than  paying  out  these  earnings 
in  cash  dividends.  If  kept  in  the  business,  such  earnings 
are  subject  to  only  a  normal  Federal  income  tax  of  12l^ 
per  cent.^  If,  however,  they  are  distributed  to  individ- 
uals, they  are  subject  to  Federal  surtaxes  ranging  up 
to  40  per  cent  of  the  income,  depending  on  the  amount 
of  net  taxable  income.  (This  40  per  cent  surtax  rate  on 
large  personal  incomes  is  cut  to  20  per  cent  under  a  pro- 
posed bill  for  revision  of  Federal  taxes.) 

The  significance  of  the  Macomber  decision  is  well  il- 
lustrated by  its  effect  upon  the  New  York  Stock  Ex- 
change March  8,  1920.  An  erroneous  report  was  cir- 
culated on  the  stock  market  shortly  after  noon  of  that 
day  that  the  Supreme  Court  had  decided  that  stock  divi- 
dends were  to  be  taxable.  The  market  turned  weak  im- 
mediately, and,  within  fifteen  minutes,  some  stocks  sagged 
two  to  six  points.  When  the  correct  decision  was 
learned,  a  rush  of  buying  followed,  and,  not  only  were 
the  losses  regained,  but  some  stocks  rose  to  new  high 
prices  for  the  day.  For  instance,  General  Motors,  sell- 
ing at  275  dropped  to  264  and  then  rose  to  302,  Crucible 
Steel  moved  from  1961/2  to  191  and  then  advanced  to 
228,  while  United  States  Rubber  dropped  from  1021/2 
to  96  and  then  rose  to  107. 

'  Sec.  230,  Fed.  Eev.  Act.  of  1924. 
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Effects  of  Repeal  of  Excess  Profits  Tax  Law  upon  Corpo- 
rate Surpluses 

On  December  31,  1921,  the  excess  profits  tax  law,  in- 
cluded in  the  Federal  Revenue  Act  of  1918,  terminated. 
Under  this  law,  corporations  were  then  required  to  pay- 
up  to  40  per  cent  on  profits  representing  more  than  a  fair 
return  on  their  invested  capital.  In  order  to  conceal 
large  earnings,  business  corporations  did  not  refrain  from 
making  every  possible  legitimate  deduction  for  upkeep, 
depletion,  amortization,  depreciation,  and  for  any  other 
items  which  could  be  legally  deducted  from  earnings. 
Earnings,  ordinarily  available  for  distribution  as  cash 
dividends,  were  thus  utilized  to  put  industrial  plants 
and  equipment  in  perfect  working  order.  Eight  per 
cent  of  a  corporation's  invested  capital  was  exempt  from 
the  excess  profits  tax.  *' Invested  capital"  was  made  to 
include  paid-in  capital,  surplus,  and  undivided  profits. 
Consequently,  to  reduce  the  amount  of  excess  profits  tax 
payable,  "invested  capital"  was  increased  by  building 
up  surplus.  With  the  repeal  of  this  law  many  corpora- 
tions discovered  that  they  had  unusually  large  accumu- 
lations of  undivided  profits.  These  surpluses  were  rep- 
resented, on  the  asset  side  of  the  balance  sheet,  largely 
by  permanent  improvements  rather  than  by  cash  and 
current  assets  readily  convertible  into  cash  for  dividend 
purposes. 

To  guard  against  possible  unreasonable  accumulations 
of  corporate  surplus  because  of  court  decisions  and  Fed- 
eral tax  legislation,  the  Federal  Revenue  Act  of  1921,  Sec- 
tion 220,  provided  for  a  25  per  cent  additional  tax  on  *'net 
income  of  corporations  for  each  taxable  year,  if  gains  or 
profits  are  .  .  .  permitted  to  accumulate  beyond  the 
reasonable  needs  of  business."  The  Federal  Revenue  Act 
of  1924,  Section  220,  raises  this  rate  to  50  per  cent,  but,  as 
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previously  indicated,  to  date  there  has  been  no  court  ruling 
as  to  what  are  to  be  considered  the  "reasonable  needs  of 
business. ' ' 

The  suggestion,  made  in  1922,  and  revived  from  time 
to  time,  that  these  large  accumulated  corporate  surpluses 
vrould  prove  a  fruitful  source  for  Federal  tax  revenue, 
has  stimulated  corporate  managements  to  declare  stock 
dividends  extensively  in  recent  years,  hoping  thereby  to 
remove  the  surpluses  from  the  reach  of  the  tax  collec- 
tor. During  the  calendar  year  1922  and  the  first  month 
of  1923,  when  rumors  of  possible  Federal  taxation  of  cor- 
porate surpluses  were  rife,  upward  of  250  large  business 
corporations  published  the  fact  that  they  were  declaring 
stock  dividends  ranging  from  10  to  over  3000  per  cent. 
The  face  or  par  value  of  these  stock  dividends  was  over 
two  billion  dollars.  The  far-reaching  significance  of  a 
policy  of  declaring  large  stock  dividends  should  not  be 
lost  sight  of.  It  affects  not  merely  the  welfare  of  the 
corporation,  but  also  the  investor  and  the  consuming 
public. 

Significance  of  Declaring  Stock  Dividends 

"When  a  company  capitalizes  a  portion  of  its  surplus, 
it  gives  evidence  to  the  stockholders  that  the  surplus 
thus  capitalized  is  no  longer  available  for  cash  dividends. 
The  reinvested  income  is  permanently  retained  in  the 
business.  In  order  to  earn  a  reasonable  rate  of  return 
on  such  enlarged  capitalization,  the  management  is  stim- 
ulated to  seek  new  markets  for  its  products,  to  reduce 
costs,  and,  in  general,  to  practice  all  possible  economies 
of  large  scale  production.  This  is  particularly  true  in 
competitive  enterprises,  which  cannot  raise  their  prices 
arbitrarily,  but  which  are  guided  in  their  prices  by  those 
charged  by  their  competitors. 

The  policy  of  declaring  large  stock  dividends  and  sub- 
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sequently  suspending  payment  of  cash  dividends  is 
scarcely  to  be  recommended.  Unless  directors  feel  reason- 
ably certain  that  they  will  be  able  to  pay  a  moderate 
rate  of  dividends  on  the  new  capitalization,  they  may  lay 
themselves  open  to  accusations  of  inflating  capital  stock. 
In  December,  1922,  the  Atlantic  Refining  Company 
paid  a  stock  dividend  of  900  per  cent.  From  De- 
cember, 1914,  to  December,  1922,  this  company  had  been 
paying  regular  dividends  of  20  per  cent  annually.  After 
increasing  its  capitalization  by  issuing  its  stock  dividend, 
it  paid  1  per  cent  quarterly  dividends,  from  March  15, 
1923,  to  June  16,  1924,  which  was  equivalent  to  double 
the  dividend  rate  on  the  old  capitalization.  But  since 
then  the  company  has  omitted  the  regular  quarterly 
dividends  in  order  to  use  its  cash  resources  to  pay  off 
an  issue  of  $15,000,000  4I/2  per  cent  short-term  notes. 

Extensive  capitalization  of  corporate  surplus  in  a 
period  of  rising  prices  is  indicative  of  an  unsound  finan- 
cial policy.  Although  earnings  may  be  temporarily 
available  to  pay  a  moderate  rate  of  cash  dividends  on 
an  increased  capitalization,  these  earnings  may  be  com- 
pletely wiped  out  by  unfavorable  business  conditions 
and  falling  prices.  If  surplus  is  then  not  available  to 
continue  dividend  payments  the  credit  rating  of  the 
company,  compelled  to  reduce  or  suspend  dividends  en- 
tirely, will  be  seriously  impaired.  Furthermore,  the  col- 
lateral value  of  the  securities  of  companies  with  irregular 
dividend  records,  as  previously  noted,  tends  to  be  less 
than  that  of  companies  having  a  regular  and  uniform 
dividend  record. 

Unless,  therefore,  the  surplus  has  resulted  from  rein- 
vested corporate  income,  and  has  so  much  increased  the 
earnings  of  the  business  that  dividends  on  a  larger  capi- 
talization can  be  paid  regularly  and  with  reasonable  cer- 
tainty, directors  should  not  resort  to  capitalizing  corpo- 
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rate  surplus.  To  do  so  under  any  other  conditions  intro- 
duces speculative  features  into  the  financial  policy  of  the 
company  which  do  not  fit  into  a  program  of  conservative 
financing. 

By  reinvesting  earnings  in  the  business,  and  thus  in- 
creasing the  value  of  corporate  assets,  a  form  of  involun- 
tary saving  is  carried  on  for  the  benefit  of  the  stock- 
holders. It  has  been  estimated  that  possibly  40  per  cent 
of  the  annual  investments  made  in  the  United  States 
come  from  direct  reinvestment  of  corporate  earnings  for 
the  benefit  of  the  stockholders.  We  have  noted  that 
Federal  income  taxes  on  corporations  are  lower  than 
normal  and  surtaxes  on  large  incomes  of  individuals.  If, 
therefore,  these  incomes  are  reinvested,  they  will  prob- 
ably not  be  subject  to  as  high  Federal  taxes  as  if  they 
were  paid  out  as  cash  dividends,  and  the  individuals 
were  subsequently  to  subscribe  to  additional  shares  in 
their  company. 

Tax  Legislation  in  Relation  to  the  Financial  Policy  of 
Corporations 

The  effect  of  Federal  tax  laws  and  of  court  decisions 
upon  the  financial  policies  of  corporations  has  been  briefly 
indicated.  The  managers  of  the  affairs  of  a  business 
corporation  appear  to  be  just  as  anxious  to  avoid  pay- 
ment of  taxes,  as  far  as  possible,  as  are  individual  tax 
payers.  The  idea  that  a  tax  is  a  compulsory  payment 
to  a  legally  constituted  authority,  from  which  no  specific 
benefit  is  derived,  makes  payment  of  taxes  obnoxious 
to  most  persons.  The  sense  of  obligation  to  the  govern- 
ment, which  protects  us  in  our  possession  of  property, 
is  as  yet  undeveloped,  save  in  time  of  national  peril. 

The  financial  policies  of  business  corporations  have 
been  largely  influenced  by  Federal  and  state  tax  legisla- 
tion in  the  past.     New  companies  frequently  seek  out  the 
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state  whose  tax  laws  are  most  lenient,  for  incorporation. 
Their  subsequent  financial  policy  will  be  influenced  by 
tax  laws.  The  excess  profits  tax  stimulated  deduction 
of  every  possible  legal  item  from  earnings  in  order  to 
keep  net  taxable  earnings  down.  The  exclusion  of  stock 
dividends  from  taxable  income  encouraged  extensive  re- 
investment of  corporate  earnings,  which  would  other- 
wise have  been  paid  out  in  cash  dividends.  The  sugges- 
tion of  a  tax  on  accumulated  corporate  surplus  induced 
extensive  declaration  of  stock  dividends.  These  are  but 
a  few  illustrations  of  the  effects  of  existent  and  proposed 
tax  legislation  upon  the  financial  policy  of  business  corpo- 
rations. 

The  suggestion  of  a  further  reduction  of  the  Federal 
surtaxes  on  individual  incomes  will  probably  influence 
directors  to  declare  larger  cash  dividends  out  of  earn- 
ings than  heretofore.  If  the  tax  rate  on  individual  in- 
comes should  be  so  reduced  as  to  make  it  more  costly  to 
reinvest  earnings  than  to  allow  the  stockholders  to  make 
the  investments,  we  may  expect  a  decline  in  corporate 
surpluses  and  an  increase  in  stock  offerings. 

The  frequently  suggested  general  sales  tax,  when  put 
into  operation,  will  likewise  have  its  effect  upon  the 
financial  policy  of  the  business  corporation.  If  a  tax  of 
1  per  cent  were  to  be  charged  on  the  price  of  each  unit 
of  product  sold,  it  is  plain  that  the  fewer  the  number  of 
sales,  in  the  process  of  converting  raw  materials  into 
finished  consumer's  goods,  the  less  the  tax  to  be  paid. 
In  consequence,  industries  will  tend  to  form  horizontal 
and  vertical  combinations  with  a  view  to  obtaining  con- 
trol over  all  stages  in  the  production  of  an  article.  Thus, 
intermediary  sales  would  be  eliminated  and  the  middle- 
man become  less  important  than  he  is  to-day.  The  utili- 
zation of  corporate  earnings  to  obtain  control  of  all 
necessary  enterprises  to  form  vertical  combinations  in 
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industry  would  be  justified  on  the  grounds  of  expediency 
and  economy  in  production.  To  the  business  man  the 
successful  evasion  of  taxes  means  a  reduction  in  his 
costs  of  production.  Consequently  to  the  extent  that 
he  can  cut  down  his  taxes  he  can  reduce  one  important 
item  of  his  business  costs  to-day. 

Tax  legislation  and  financial  policy  of  business  enter- 
prises appear  to  go  hand  in  hand.  Therefore,  no  study 
of  the  financial  management  of  a  business  organization 
can  be  complete  without  some  insight  into  prevailing  tax 
laws,  whether  Federal,  state,  or  local. 

Summary 

Corporate  surplus  consists  of  the  excess  of  the  assets 
over  the  liabilities.  Since  this  surplus  ultimately  belongs 
to  the  stockholders,  some  companies  combine  capital  stock 
and  surplus  into  one  account.  Surplus  is  derived  (1) 
from  business  earnings,  (2)  profitable  sale  of  corporate 
assets  no  longer  needed  in  the  business,  (3)  sale  of  cor- 
porate securities  at  a  premium,  (4)  sale  of  donated 
treasury  stock,  (5)  revaluation  of  assets.  The  revalua- 
tion of  assets  in  a  period  of  rising  prices  in  order  to 
create  a  book  surplus  is  inexpedient,  since  it  gives  an 
erroneous  picture  of  prosperity. 

Some  companies  divide  surplus  into  a  number  of 
separate  accounts,  such  as  reserve  for  working  capital, 
reserve  for  insurance,  undivided  profits,  etc.  This  is 
done  to  indicate  to  the  stockholders  that  not  all  surplus 
is  necessarily  available  for  dividends. 

Surplus  may  be  disposed  of  (1)  by  paying  cash  divi- 
dends, (2)  by  paying  property  dividends,  (3)  by  declar- 
ing a  stock  dividend.  When  a  stock  dividend  is  de- 
clared, a  portion  of  surplus  account  is  transferred  to 
capital  stock  account,  but  nothing  is  given  to  the  stock- 
holders which  they  did  not  previously  own.     The  assets 
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of  the  company  are  not  decreased  by  declaring  a  stock 
dividend. 

Corporations  declare  stock  dividends  (1)  to  insure 
permanent  retention  of  profits  in  the  business,  (2)  to 
conceal  accumulated  profits,  (3)  to  give  stockholders 
external  evidence  of  the  prosperity  of  their  company, 
(4)  to  reduce  the  price  of  each  share  of  stock  to  a  mar- 
ketable figure,  (5)  to  pay  a  larger  aggregate  cash  divi- 
dend without  increasing  the  rate,  (6)  for  speculative 
reasons,  (7)  to  obtain  favorable  publicity. 

Federal  income  tax  legislation  has  also  affected  the 
declaration  of  stock  dividends  by  corporations.  The 
Supreme  Court  decision  that  stock  dividends  are  not  to 
be  construed  as  taxable  income  has  induced  many  com- 
panies to  capitalize  a  portion  of  their  accumulated  sur- 
pluses. This  was  particularly  true  when  it  was  suggested 
several  years  ago,  that  large  corporate  surpluses,  accum- 
ulated during  and  since  the  World  War,  would  constitute 
a  fruitful  source  of  Federal  tax  revenue. 

The  policy  of  declaring  stock  dividends  is  significant 
because  (1)  it  gives  evidence  that  surplus,  thus  capital- 
ized, is  no  longer  legally  available  for  cash  dividends,  (2) 
it  tends  to  stimulate  efficiency  in  management  in  order 
to  earn  dividends  on  the  larger  capitalization,  (3)  it  is 
based  on  a  form  of  involuntary  saving.  From  the  stand- 
point of  the  small  investor,  however,  it  is  objectionable, 
since  he  is  not  receiving  the  full  returns  on  his  invest- 
ment at  the  time  they  are  earned. 

Tax  legislation  and  court  decision  exercise  a  pronounced 
influence  on  the  financial  policy  of  business  corporations. 
This  has  been  frequently  illustrated  in  the  financial  man- 
agement of  corporations  in  recent  years.  Consequently, 
no  study  of  the  financial  management  of  a  business  cor- 
poration can  be  complete  without  some  knowledge  of 
prevailing  and  anticipated  tax  legislation. 
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Guide  Questions 

1.  What  is  meant  by  surplus? 

2.  "What  are  the  sources  of  corporate  suri^lus? 

3.  Why  is  it  a  poor  policy  to  revalue  assets  in  a  period  of 
rising  prices  to  create  a  surplus? 

4.  Why  do  some  companies  divide  their  surplus  into  sepa- 
rate accounts? 

5.  What  methods  may  be  emjiloyed  to  dispose  of  surplus? 

6.  What  is  meant  by  declaring  a  stock  dividend? 

7.  "The  term  stock  dividend  is  a  misnomer."     Explain  why. 

8.  Why  do  corporations  issue  stock  dividends? 

9.  What  is  the  relation  between  stock  dividends  and  recent 
tax  legislation? 

10.  What  distinction  was  made  between  income  and  capital 
in  the  Supreme  Court  decision? 

11.  Why  are  stock  dividends  not  considered  taxable  income? 

12.  What  are  the  limitations  to  the  court's  decision  that 
stock  dividends  are  not  taxable  income? 

13.  What  is  the  exception  to  the  court's  decision  regarding 
stock  dividends? 

14.  What  effect  did  the  Supreme  Court  decision  that  stock 
dividends  are  not  taxable  income  have  upon  the  financial  policy 
of  business  corporations? 

15.  What  was  the  effect  of  the  repeal  of  the  Excess  Profits 
Tax  Law  upon  corporate  surplus? 

16.  Why  do  you  attach  any  significance  to  the  declaration 
of  stock  dividends? 

17.  Show  how  the  financial  policy  of  a  business  corporation 
is  influenced  by  tax  legislation. 

18.  What  effect  would  a  general  sales  tax  probably  have 
on  the  financial  policy  of  business  corporations? 


CHAPTER  XII 
FINANCING  OF  BUSINESS  EXPANSION 

Causes  of  Business  Expansion 

Every  successful  business  tends  to  grow  larger — to 
expand.  In  the  final  analysis,  its  success  is  measured  by 
its  growth.  The  village  grocer,  who  stocks  up  his  store 
with  a  definite  line  of  provisions  and  merchandise,  and 
continues  year  after  year  to  dispose  of  the  same  line 
of  goods  in  approximately  the  same  quantities,  can 
scarcely  be  regarded  a  successful  business  enterpriser. 
Nor  can  the  manufacturer,  who  after  a  number  of  years 
is  still  turning  out  the  original  volume  of  product  and 
no  more,  be  considered  a  particularly  successful  man. 
There  are  few  occupations  or  professions  to-day  where 
either  volume  of  production  or  turnover  of  product  does 
not  measure  success.  The  masses  cannot  judge  the  suc- 
cess of  a  master  painter,  a  sculptor,  or  an  architect,  but 
they  do  not  fail  to  pass  judgment  when  external  evi- 
dence of  growth,  of  expansion,  is  given. 

What,  then,  are  the  causes  of  business  expansion,  which 
mark  the  success  of  an  enterprise?  A  variety  of  causes 
may  be  cited.  Sometimes  business  expansion  is  due 
either  to  larger  sales  of  the  product  in  the  same  market 
or  to  an  extension  of  sales  to  new  markets,  or  both.  At 
times,  new  methods  of  marketing  product  are  employed 
which  tend  to  expand  business  activity.  When  a  con- 
cern adds  a  mail  order  department  or  a  credit  and  delivery 
feature  to  its  cash  and  carry  system,  its  sales  will  nor- 
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mally  increase,  its  business  will  expand.  Again,  adver- 
tising and  salesmanship  are  frequently  instrumental  in 
increasing  the  volume  of  business.  ''It  pays  to  adver- 
tise" is  a  slogan  now  universally  believed.  The  huge 
amounts  of  money  expended  in  the  United  States  for  dif- 
ferent kinds  of  advertising,  with  a  view  to  stimulating 
sales  of  product  have  been  estimated  by  Edward  W.  Bok 
for  1922,  as  follows: 

Newspapers    $600,000,000^ 

Direct   Advertising 300,000,000 

Magazines   and   AYeeklies 150,000,000 

Trade  Papers 70,000,000 

Farm  Papers 27,000,000 

Electric  and  Painted  Signs 30,000,000 

Window  Displays 20,000,000 

Demonstrations    24,000,000 

Novelties   30,000,000 

Posters 12,000,000 

Street  Cars 11,000,000 

Motion    Picture 5,000,000 

Programs 5,000,000 

Total    $1,284,000,000 

Stimulating  a  desire  for  a  product  has  been  termed  crea- 
tive salesmanship.  The  ability  to  employ  such  sales- 
manship accounts,  to  no  small  degree,  for  the  success 
of  many  of  our  leading  American  industries. 

Not  merely  increasing  sales  of  a  certain  line  of  prod- 
ucts will  cause  business  expansion.  The  increase  in  the 
number  of  products  a  business  house  carries  is  a  further 
cause  of  growth.  The  utilization  of  by-products  in  in- 
dustry has  become  a  source  of  large  profits.  In  many 
industries,  that  which  was  formerly  wasted  has  become 

^"The  Day  of  the  Advertisement,"  Atlantic  Monthly,  October, 
1923,  p.  534. 
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the  chief  source  of  revenue.  "We  need  only  recall  the 
valuable  products  in  the  manufacture  of  illuminating 
gas,  or  the  many  by-products — soap,  buttons,  fertilizers, 
brushes,  glue — in  the  meat  packing  industry,  to  grasp 
the  importance  of  by-products. 

A  commercial  soap  manufacturer  formerly  emploj^ed 
some  one  to  remove  the  scum  which  rose  to  the  surface 
of  the  cauldrons  in  which  the  fats  were  being  boiled. 
This  scum  was  regarded  as  so  much  waste  matter.  Upon 
chemical  analysis,  however,  it  was  discovered  to  con- 
tain commercially  valuable  qualities.  To-day,  a  product 
is  made  from  this  scum  which  is  used  in  the  dye  indus- 
try as  a  hardener,  and  has  attained  commercial  value 
equal  to,  if  not  greater  than,  that  of  the  soap. 

Types  of  Business  Combinations 

Businesses  may  expand  either  by  increasing  plant  and 
equipment,  or  by  combining  with  other  enterprises,  pos- 
sibly producing  the  same  products  or  products  of  a 
similar  nature.  A  number  of  different  methods  of  form- 
ing combinations  of  business  units  have  been  employed. 

For  example,  a  concern  may  buy  out  a  competing  en- 
terprise, and  thus  form  a  larger  business  unit.  The 
process  of  absorbing  a  competing  enterprise  on  the  part 
of  an  established  concern  is  called  merger  or  consoli- 
dation. The  merger  can  be  brought  about,  either  by 
exchange  of  securities,  or  by  actual  cash  purchase  of  one 
concern  by  another.  As  a  rule,  however,  the  competing 
enterprise  which  is  merged,  if  at  all  valuable,  has  estab- 
lished a  certain  trade  reputation  or  good  will,  which  is 
generally  reflected  in  its  trade  name  or  the  name  of  its 
product.  If  it  loses  its  identity  as  a  result  of  the  merger, 
this  good  will  is  lost.  Where,  therefore,  two  concerns  are 
contemplating  a  combination,  the  process  of  merging  is 
not  advisable,  if  good  will  or  trade  reputation  enters  as 
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an  important  factor.  Stockholders  themselves  may  at 
times  oppose  a  merger,  as  in  the  case  of  the  proposed  pur- 
chase of  the  stock  of  the  National  Sugar  Refining  Com- 
pany by  the  American  Sugar  Refining  Company,  in 
1924.  As  soon  as  the  merger  was  announced,  opposi- 
tion developed,  and  a  stockholders'  protective  committee 
was  organized  to  resist  the  proposed  merger  on  the 
grounds  that  the  valuation  of  the  fixed  assets  of  the  com- 
pany on  which  the  stock  purchase  price  was  based  was 
far  below  their  true  value,  and  that  prospects  for  large 
earnings  in  the  near  future  were  unusually  bright.  For 
these  reasons  the  committee  urged  the  stockholders  to  op- 
pose the  proposed  merger,  which  was  eventually  aban- 
doned primarily  because  of  the  opposition  of  the  United 
States  Government. 

A  more  common  method  of  bringing  about  a  combina- 
tion to-day,  when  several  companies  are  involved,  is  to 
organize  a  new  company  with  a  definite  capitalization  of 
its  own.  This  company  then  buys  a  controlling  interest 
in  the  companies  desiring  to  combine.  A  company 
formed  for  the  purpose  of  holding  the  stock  of  a  num- 
ber of  other  companies  is  called  a  holding  company. 
As  a  rule,  holding  companies  are  formed  to  obtain  con- 
trol over  a  number  of  competing  enterprises,  or  com- 
panies engaged  in  similar  fields  of  business  activities. 
Gas  and  electric  companies,  street  railway  and  electric 
companies,  and  similar  "public  utilities"  are  frequently 
holding  companies,  owning  controlling  interests  in  a 
number  of  underlying  corporations. 

The  holding  company  can  purchase  the  stock  of  the 
companies  which  it  desires  to  combine  under  a  single 
management,  either  with  cash,  obtained  by  selling  its 
own  securities,  or  by  exchanging  its  stock  for  the  shares 
of  the  companies  entering  the  combination,  or  by  issuing 
its  bonds  secured  by  the  stock  purchased,  or  by  a  com- 
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bination  of  these  methods.  When  a  holding  company 
has  thus  obtained  the  controlling  interest  in  a  number 
of  enterprises,  it  has  the  voting  power  to  elect  the  major- 
ity of  the  directors  in  the  various  companies  and  can, 
therefore,  direct  the  industrial  and  financial  policies  of 
all  the  underlying  companies.  Although  directors  are 
supposed  to  exercise  their  independent  and  unfettered 
judgment,  yet,  in  practice,  they  will  accept  the  sugges- 
tions of  those  who  are  responsible  for  their  appointment. 
A  holding  company  was  recently  formed  to  combine  the 
United  Bakeries  Corporation  and  the  American  Bakery 
Company  of  St.  Louis.  The  Continental  Baking  Corpo- 
ration was  chartered  for  this  purpose  in  Maryland,  and 
offered  to  exchange  its  stock  for  the  stock  of  the  United 
Bakeries,  after  having  acquired  85  per  cent  of  the  out- 
standing stock  of  the  American  Bakery  Company  of  St. 
Louis. 

In  a  statement  issued  by  the  chairman  of  the  board  of 
directors  of  the  Continental  Baking  Corporation  the  policy 
of  the  new  organization  was  set  forth  as  follows : 

"The  policy  of  the  organization  will  be  to  'build'  men 
who  in  turn  will  'build'  business  bakeries  and  profits." 
The  advantages  of  combining  are  set  forth  in  the  follow- 
ing brief  statement.  "Decreased  cost,  increased  sales, 
and  increased  profits  have  followed  the  sale  of  individ- 
ually owned  bakeries  to  larger  baking  companies." 

"Bringing  together  several  subsidiary  companies  under 
a  single  management  will  permit  of  a  standardization  of 
general  policy  and  of  manufacturing  processes,  a  coordi- 
nation of  advertising  effort  and  a  more  economical  pur- 
chasing system.  This  will  result  in  operating  and  mer- 
chandising economies  which  should  ultimately  be  reflected 
in  increased  business  earnings." 

Sometimes  companies  expand  by  incorporating  sub- 
sidiary  companies,    the   parent    company   becoming   the 
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majority  stockholder  in  the  subsidiary  companies,  thereby 
obtaining  control  over  them.  It  is  customary  for  rail- 
road companies,  owning  a  main  or  trunk  line,  to  build 
branch  lines  by  forming  new  companies.  Funds  for  the 
construction  of  the  branch  lines  are  either  advanced  by 
the  parent  company  as  the  purchase  price  of  the  securi- 
ties of  the  subsidiary,  or  obtained  by  pledging  these 
securities  with  the  endorsement  of  the  parent  company, 
as  collateral  for  loans. 

Whatever  method  of  business  expansion  is  employed, 
funds  are  usually  required  to  finance  these  expansions; 
to  erect  new  buildings,  to  purchase  new  equipment,  to 
obtain  control  over  new  industries,  to  provide  additional 
working  capital.  Upon  the  financial  manager  rests  the 
responsibility  of  providing  the  necessary  funds  to  finance 
business  expansion. 

Determining  the  Amount  of  Funds  Needed  for  Expan- 
sion 

In  general,  the  same  methods  of  ascertaining  the 
amount  of  funds  required  for  business  expansion  are 
employed  as  those  used  to  determine  the  capital  require- 
ments of  a  new  business.  But  the  financial  manager  of 
an  established  concern  should  experience  less  difficulty 
in  making  a  correct  estimate  of  the  requirements  for  ex- 
pansion, than  the  promoter  of  a  new  enterprise.  He  has 
the  experience  of  his  business  on  which  to  base  his  esti- 
mates. He  may,  for  instance,  discover  that  a  definite 
relationship  exists,  from  year  to  year,  between  fixed  cap- 
ital or  capital  investment  and  gross  sales.  If  not  used  to 
purchase  a  controlling  interest  in  existing  companies,  the 
funds  employed  to  finance  expansions  are  converted  pri- 
marily into  fixed  assets,  in  the  form  of  additional  build- 
ings, machinery,  and  equipment.  If  a  constant  relation- 
ship is  found  to  exist  between  gross  sales  and  invested 
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capital,  as  for  example,  in  the  ease  of  public  utilities,  this 
may  serve  as  an  indication  of  the  actual  amount  of  money 
required  for  new  plant,  assuming  a  certain  average  annual 
rate  of  increase  in  gross  revenue  from  sales.  The  finan- 
cial manager  must,  therefore,  base  his  estimates  of  new 
capital  requirements  upon  a  careful  study  of  the  past 
experience  of  his  own  business  as  well  as  that  of  his  com- 
petitors. 

Although  funds  provided  for  expansion  are  employed 
primarily  to  obtain  control  over  additional  fixed  assets, 
adequate  provision  should  also  be  made  in  the  financial 
plan  for  additional  working  capital,  to  keep  pace  with 
the  enlargement  of  plant.  The  amount  of  additional 
working  capital  required  can  be  judged  fairly  accurately 
by  determining  the  relationship  between  gross  sales  and 
working  capital  for  a  number  of  years  past,  and  the 
relationship  between  fixed  assets  and  current  assets.  These 
ratios  can  be  obtained  from  the  financial  statements  of 
the  business. 

The  significance  of  keeping  careful  and  accurate  ac- 
counts in  a  business  of  any  kind  cannot  be  overemphasized. 
Without  such  accounts,  the  financial  manager  has  no  safe 
guide  in  developing  his  plans  for  expansion.  Indeed,  it  is 
doubtful  whether  a  business  which  does  not  keep  an  accu- 
rate record  of  its  activities  will  ever  be  in  need  of  funds 
to  finance  expansions.  Its  progress,  at  best,  will  be  very 
slow.  The  enterprises  which  succeed  in  spite  of  good 
management  rather  than  because  of  good  management, 
are  the  exception.  One  of  the  cardinal  principles  of  good 
management  is  keeping  an  accurate  record  of  business 
activities.  A  good  bookkeeper  should  be  the  first  man 
placed  on  the  pay  roll. 

On  the  basis  of  facts  gleaned  from  the  financial  state- 
ments of  the  business,  the  financial  management  is  able 
to  estimate  the  necessary  requirements  for  expansion,  not 
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only  to  obtain  control  over  additional  fixed  capital,  but 
also  to  provide  further  working  capital. 

Methods  of  Financing  Expansions 

Beinvesting  Earnings 

Expansions  of  business  enterprises  may  be  financed 
in  various  ways.  In  the  first  place,  a  portion  of  the 
earnings  may  be  set  aside  from  year  to  year  to  finance 
business  growth.  This  fund  on  the  liability  side  of  the 
balance  sheet  may  appear  either  as  reserve  for  expansions 
or  as  surplus.  As  an  asset,  a  fund  may  be  carried  either 
in  the  form  of  deposits  in  bank,  investments  in  securi- 
ties, or  additions  to  plant  and  equipment.  When  such 
a  sum  is  earmarked  for  a  particular  purpose,  it  is  called 
a  ''fund,"  and  is  balanced  by  a  corresponding  reserve 
on  the  liability  side  of  the  balance  sheet.  While  many 
reserves  are  kept,  it  is  not  customary  to  balance  these 
by  a  fund.  If  securities  are  sold  and  the  proceeds  are 
employed  to  finance  expansion  of  plant  and  equipment, 
one  asset  account — securities — will  be  decreased,  and 
another — expansion  of  plant  and  equipment  or  new  con- 
struction— increased  correspondingly. 

When,  as  a  result  of  such  reinvestment  of  earnings, 
the  value  of  a  business  property  has  been  definitely  in- 
creased, which  will  be  reflected  in  increased  earnings, 
the  surplus,  thus  accumulated,  may  be  capitalized  by  de- 
claring a  stock  dividend. 

As  previously  indicated,  the  method  of  financing  addi- 
tions and  expansions  out  of  corporate  earnings  has  been 
extensively  employed  in  recent  years,  stimulated  to  some 
extent  by  Federal  tax  legislation.  As  the  rates  of  sur- 
taxes on  personal  incomes  are  lowered  still  further,  the 
incentive  to  reinvest  corporate  earnings  in  additions  and 
improvements  and  to  conserve  larger  cash  balances  will 
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lessen,  and  easli  dividends  will  probably  increase.  The 
recent  action  of  the  directors  of  the  American  Locomo- 
tive Company  in  increasing  the  regular  dividend  rate  and 
declaring  an  extra  cash  distribution  of  10  per  cent  "has 
a  wider  significance  than  might  at  first  be  supposed." 
It  is  an  indication  that  companies  probably  no  longer 
fear  adverse  legislation,  and  feel  reasonably  certain  of 
further  reductions  in  taxes  on  personal  incomes. 

The  objections  of  small  stockholders  to  the  reinvest- 
ment of  earnings  in  permanent  improvements  and  ex- 
pansions have  been  previously  cited.  They  do  not  profit 
by  the  withholding  of  cash  dividends,  for  the  amounts 
of  Federal  income  tax  which  they  are  required  to  pay 
on  their  dividends  are  paid  by  the  corporations  them- 
selves. Only  surtaxes  are  paid  by  stockholders  on  a 
progressive  scale  as  their  net  taxable  income  increases. 
But  if  they  are  drawn  into  the  stock  market  and  invest 
their  savings  in  corporate  stocks,  they  must  be  willing 
to  assume  all  the  risks  and  responsibilities  of  stock- 
holders. 

If  they  are  dissatisfied  with  the  policy  adopted  by  the 
directors  and,  at  the  behest  of  the  controlling  interest, 
are  either  unable  to  oust  the  management  at  some  elec- 
tion, or  secure  the  intervention  of  the  courts  by  prov- 
ing mismanagement  and  misappropriation  of  earnings, 
they  have  one  alternative — to  sell  their  stock  and  with- 
draw. In  the  absence  of  fraud,  stockholders  cannot  com- 
pel directors  to  declare  cash  dividends.  In  rare  instances 
— the  Ford  Motor  Company  furnishes  an  example — courts 
have  intervened  and  overturned  the  honest  decision  of 
the  majority,  but  these  cases  are  few.  Only  on  proof 
of  conspiracy,  always  difficult  to  give  can  dissatisfied 
stockholders  count  upon  the  intervention  of  the  court. 
That  is,  they  must  be  able  to  show  conspiracy  among  di- 
rectors  to   withhold   dividends   for   the   purpose    of   de- 
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pressing  the  price  of  the  stock,  or  the  use  of  surplus  for 
an  illegal  purpose. 

Financing  Expansion  hy  Sale  of  Securities 

A  second  method  of  financing  business  expansions  is 
by  the  sale  of  securities.  When  this  plan  is  adopted, 
certain  general  rules  should  guide  the  financial  manage- 
ment. In  the  first  place,  the  yearly  costs  of  capital 
should  be  kept  as  low  as  possible.  Since  a  company  is 
operated  in  the  interest  of  the  stockholders,  directors 
usually  endeavor  to  realize  a  large  margin  of  net 
earnings.  By  keeping  down  capital  charges,  one  im- 
portant cost  item  is  reduced.  Consequently,  most  con- 
cerns whose  property  is  acceptable  as  security  for  a 
loan,  will  finance  their  expansions,  in  part,  by  issuing 
bonds  rather  than  stocks.  The  interest  rate  on  the 
bonds  is  usually  lower  than  the  estimated  in- 
creased earnings  from  expansions  to  business  prop- 
erty. A  larger  margin  of  profits  is,  therefore,  avail- 
able for  stockholders. 

This  can  be  made  clear  by  a  very  simple  illustration. 
Let  us  assume  the  Atlas  Construction  Company,  having 
outstanding  capital  stock  of  $100,000  on  which  it  has 
been  earning  10  per  cent  net,  proposes  to  finance  ex- 
pansions estimated  to  cost  $100,000.  It  is  anticipated 
that  this  investment  in  new  equipment  will  yield  a  net 
income  of  10  per  cent,  after  making  adequate  allowance 
for  depreciation  reserve.  The  property  is  such  that  it  is 
acceptable  as  security  for  a  loan.  If  the  company  were 
to  finance  the  purchase  of  its  new  equipment  by  the  sale 
of  additional  stock,  the  earnings  on  these  shares  would 
probably  be  10  per  cent  and  the  disbursements  on  the 
total  capital  stock  of  $200,000  would  be  at  the  same  rate. 
If,  on  the  other  hand,  the  company  borrowed  up  to  70 
per  cent  on  its  new  equipment,  and  raised  the  remaining 


FINANCING  OF  BUSINESS  EXPANSION      221 

$30,000  by  the  sale  of  stock,  the  earnings  on  the  stock 
would  be  as  follows: 

Total  net  earnings  on  investments  of  $100,000 $10,000 

Interest  on  bond  issue  at  6  per  cent  of  $70,000 4,200 

Net  earnings  on  stock  investment  of  $30,000 $5,800 

Net  earnings  on  original  stock  investment  of  $100,000. .       10,000 

Net  earnings  on  capital  stock  of  $130,000  or  slightly 

over  12  per  cent $15,800 

Some  types  of  industrial  enterprises  do  not  provide 
sound  security  for  loans.  Businesses,  whose  earnings 
fluctuate  considerably  from  year  to  year,  may  experience 
difiSculty  in  meeting  even  moderate  fixed  charges  in  lean 
years.  If  a  company  cannot  meet  its  fixed  charges, 
it  becomes  insolvent,  and  creditors  or  their  representa- 
tives may  seize  the  property.  Stockholders  should, 
therefore,  exercise  caution  in  approving  a  policy  which 
would  place  too  heavy  a  burden  of  fixed  charges  on  the 
earnings  of  their  company. 

Well  managed  companies  with  fairly  stable  earnings 
will  not  issue  new  bonds  to  finance  expansions,  except 
in  amounts  on  which  fixed  charges  will  leave  a  wide  mar- 
gin of  safety  in  net  earnings.  If  net  earnings  over  a 
number  of  years,  or  in  the  poorest  year  during  the 
past  five  years,  have  been  several  times  the  amount  of 
fixed  charges  on  present  debt  and  new  debts  now  pro- 
posed to  be  incurred,  this  is  considered  a  fairly 
safe  margin.  This  margin  of  safety  will,  of  course,  vary 
with  different  companies  engaged  in  different  industrial 
enterprises,  but,  if  a  company  finds  that  it  cannot  re- 
serve a  safe  margin  between  net  earnings  and  debt 
charges,  it  is  unwise  to  finance  expansions  by  borrow- 
ing   money.     Costs    of    capital    may    be    kept     low    by 
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floating  a  loan,  but,  if  fixed  charges  become  burdensome, 
a  borrowing  policy  may  endanger  the  solvency  of  the 
business.  It  should,  moveover,  be  borne  in  mind  that 
not  merely  interest  payments,  but  also  depreciation  re- 
serves in  the  form  of  sinking  fund  payments,  are  in- 
cluded in  fixed  costs.  These  should,  therefore,  also  be 
carefully  taken  into  consideration  before  deciding  on 
the  expediency  of  financing  expansions  by  issuing  bonds. 

Secondly,  new  securities  should  be  issued  with  a  view 
to  controlling  the  affairs  of  the  company.  If  subscription 
rights  to  new  stock  are  allotted  to  stockholders  of  rec- 
ord, relative  control  of  the  company  will  not  be  affected 
in  case  the  present  stockholders  subscribe  to  all  the 
shares  allotted  to  them.  If,  however,  holders  of  a  large 
percentage  of  stock  are  not  in  a  position  to  subscribe 
but  sell  their  rights,  a  majority  of  the  new  shares  may 
pass  into  the  hands  of  outside  interests.  To  avoid  this, 
some  companies  have  financed  expansions  by  issu- 
ing stock  without  voting  power.  The  small  investor, 
so  long  as  he  receives  his  dividends  regularly,  attaches 
little  significance  to  the  right  to  vote  his  shares  of  stock. 
He  usually  does  not  trouble  himself  to  sign  and  return 
to  the  secretary  of  the  company  a  power  of  attorney  or 
proxy  which  would  give  some  one  legal  authority  to  vote 
his  shares  for  him.  But,  from  the  viewpoint  of  the  man- 
agement, the  question  of  control  is  of  decided  importance. 
Managers  and  directors  of  expanding  enterprises  develop 
production  and  sales  programs  for  j'ears  ahead  and,  con- 
sequently, do  not  care  to  have  another  group  wrest 
control  from  them.  Nor  are  they  willing  to  lose  the 
salaries  and  prestige  incidental  to  their  positions. 

An  interesting  struggle  for  control  of  the  affairs  of 
the  Philadelphia  Electric  Company  was  recently  waged 
between  the  present  officers  of  the  corporation  and  the 
Philadelphia  Rapid  Transit   Company.     The   two   inter- 
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ested  groups  had  two  fundamentally  different  programs 
of  expansion,  two  distinct  policies  regarding  financial 
management.  Both  groups  made  persistent  efforts  to 
obtain  the  votes  of  stockholders,  and  proxies  were  eagerly- 
sought  day  and  night.  Some  of  the  stockholders  of  a 
few  shares  of  the  company  were  at  a  loss  as  to  what  it 
was  all  about.  But,  to  those  who  were  seeking  to  retain 
control,  it  was  a  matter  of  considerable  importance. 

When,  therefore,  new  securities  are  issued,  the  man- 
agement should  assure  itself  that  its  continued  control 
will  not  be  jeopardized  as  a  result. 

Finally,  the  officers  and  managers  of  a  company  should 
keep  themselves  well  posted  on  general  business  condi- 
tions before  deciding  on  the  advisability  of  a  program 
of  expansion  by  issuing  new  securities. 

Financing  Expansions  and  the  Business  Cycle 

There  are  certain  well  recognized  movements  in  busi- 
ness, ordinarily  spoken  of  as  business  cycles.  These 
movements  are  reflected  in  alternate  periods  of  rising  and 
falling  prices.  Economists  have  divided  the  business 
C3'cle  into  a  number  of  stages  or  phases,  commonly  re- 
ferred to  as  prosperity,  crisis,  liquidation,  depression, 
and  recovery.  Each  one  of  these  phases  is  marked  by 
distinct  characteristics.  Conditions  of  production,  em- 
ployment, credit,  and  trade  differ  in  the  different  stages 
of  the  business  cycle.  In  the  period  of  prosperity,  in- 
dustry is  operating  at  full  blast,  unemployment  is  con- 
fined to  the  habitually  idle,  credit  is  expanding,  borrow- 
ing is  carried  on  extensively,  prices  are  rising,  profits 
are  large,  business  failures  are  few,  and  optimism  pre- 
vails everywhere.  Then  comes  the  crisis,  the  turning 
point,  when  producers  discover  that  they  cannot  raise 
their  prices  any  further,  since  people  will  not  buy  at 
higher  prices,  when  banks  will  curtail  extension  of  credit 
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by  raising  discount  rates,  when  labor  will  persistently 
demand  higher  wages,  to  keep  up  with  the  increased 
cost  of  living.  It  is  then  that  business  men  real- 
ize that  their  margin  of  profits  is  dwindling,  because 
of  increasing  costs  and  inability  to  raise  selling  price, 
hey  anxiously  seek  buyers  for  their  products,  increas- 
ing their  advertising  and  reducing  prices  in  order  to 
/realize  funds  with  which  to  repay  bank  loans.  If  these 
tj  expedients  do  not  serve,  they  reduce  their  working  time 
or  even  suspend  operation  entirely  since  they  cannot 
continue  production  without  profitable  sales.  Under 
these  conditions,  unemployment  increases,  prices  drop, 
thousands  of  concerns,  unable  to  pay  their  debts,  fail, 
and  a  wave  of  business  depression  follows  the  period  of 
liquidation.  Banks  are  repaid  loans  as  far  as  possible, 
bank  reserves  begin  to  accumulate,  interest  rates  are 
lowered  because  of  an  excess  of  deposits  and  great  cau- 
tion of  lenders,  while  prices  reach  a  low  level. 

Because  of  low  prices,  exports  tend  to  increase,  and 
as  inventories  slowly  decrease  in  various  industries, 
prices  will  gradually  begin  to  rise  again.  Sound  enter- 
prises are  able  to  borrow  funds  at  exceptionally  low 
rates — 3^2  per  cent  being  common — and  to  buy  materials 
at  low  prices,  "Wages  of  labor  are  at  lower  levels  than 
in  the  period  of  prosperity.  With  costs  relatively  low, 
and  a  slow  upward  movement  in  prices,  production  is 
stimulated.  The  period  of  business  recover}^  has  set  in, 
industrial  activity  grows  and  gradually  develops  into  a 
new  period  of  prosperity. 

This  brief  survey  of  the  conditions  prevailing  in  each 
phase  of  the  business  cycle  is  merely  suggestive.  It  in- 
dicates the  conditions  confronting  the  financial  manage- 
ment of  a  company,  and  raises  the  important  question, 
"in  which  phase  of  the  business  cycle  is  it  advisable  to 
undertake  business  expansion?" 
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Many  business  men  believe  that  the  best  time  to  finance 
expansions  is  when  business  is  booming,  when  profits 
are  growing,  and  prices  are  rising  rapidly.  They  realize 
that  their  existing  plant  and  equipment  is  inadequate 
to  meet  the  increasing  demand  for  their  product  or  prod- 
ucts. They  believe  that,  with  a  plant  and  equipment 
twice  as  great  as  at  present,  profits  would  likewise  be. 
correspondingly  greater.  They  fail  to  realize  the  im-i 
portance  of  two  basic  economic  principles :  the  principles 
of  increasing  costs,  and  of  diminishing  utility.  The  out- 
lay for  additional  fixed  and  working  capital  to  finance  ex 
tensions  and  further  operations  will  increase  the  unit  cost 
of  additional  product.  On  the  other  hand,  an  additional 
supply  of  a  product  will  eventually  bring  the  law  of 
diminishing  utility  into  play.  As  successive  units  of  a 
commodity  are  supplied,  each  additional  unit  tends  to 
become  less  important  than  the  preceding  one.  In  con- 
sequence, prospective  purckasers  will  be  inclined  to  pay 
a  lower  price  for  increasing  quantities  of  goods  offered 
for  sale.  There  is,  moreover,  a  limit  to  the  possibility  of 
discovering  new  markets.  As  previously  indicated,  with 
costs  increasing  and  inability  to  increase  selling  prices, 
net  profits  will  eventually  be  converted  into  net  losses. 

The  conservative  business  manager  knows  that  prices 
cannot  continue  their  upward  movement  indefinitely. 
He  is  aware  of  the  fact  that  eventually  a  reaction  will  set 
in,  when  buying  is  curtailed  and  prices  go  down.  "When 
the  period  of  liquidation  comes,  the  business  house  which 
does  not  have  :cs  shelves  filled  with  inventory  of  finished 
goods  can  consider  itself  fortunate.  The  farsighted 
financial  manager  of  an  enterprise  will,  therefore,  plan 
for  extensive  business  expansion,  not  in  a  period  of  pros- 
perity, but  rather  in  a  period  of  depression.  That  is 
when  he  has  time  to  develop  new  sales  plans,  to  examine 
market  conditions,  to  analyze  costs  with  a  view  to  realiz- 
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ing  all  possible  economies  of  production.  He  will  dis- 
cover that  in  a  period  of  depression,  banks  have  accumu- 
lated large  reserves,  which  they  will  lend  out  at  low  inter- 
est rates.  Prices  will  be  low.  Because  of  general  dull- 
ness in  the  building  industry,  costs  of  building  will  like- 
wise be  low.  Labor  will  be  less  exacting  in  its  demands 
than  in  periods  of  rapidly  rising  prices.  Condi- 
tions are,  therefore,  favorable  to  plan  carefully  and 
execute  a  program  of  expansion.  Then,  when  business 
activity  is  resumed,  the  company  which  is  able  to  handle 
an  increasing  volume  of  business  will  be  in  a  favored 
position — it  will  be  able  to  profit  by  its  wise  policy  of 
expansion.  Andrew  Carnegie  and  E.  H.  Harriman 
usually  pursued  such  a  wise  policy,  and  spent  money 
on  expansions  when  money  was  cheap  and  construction 
costs  were  low. 

If,  for  any  reason,  the  financial  management  of  a  busi- 
ness is  confronted  with  the  problem  of  financing  expan- 
sions when  prices  are  high  and  costs  are  up,  it  should 
provide  funds,  either  by  issuing  short  term  notes  rather 
than  long  term  bonds,  or  by  making  its  bonds  callable  at 
a  slight  premium  at  different  intervals.  These  short-term 
notes  may  be  subsequently  converted  into  long  term 
bonds  when  interest  rates  are  lower,  on  the  down  curve 
of  the  business  cycle.  The  savings  to  a  company  so  re- 
funding its  obligations  may  be  substantial.  Suppose  a 
corporation  had  to  borrow  $1,000,000  in  a  period  when 
interest  rates  were  high  (7  or  8  per  cent)  in  order  to 
finance  expansions.  Suppose,  further,  that  these  funds 
can  be  borrowed  either  on  three-year  notes  at  7  per  cent 
or  on  thirty-year  first  mortgage  bonds  at  6  per  cent.  If 
the  company  borrowed  the  funds  for  three  years  at  7 
per  cent,  the  total  interest  charges  Avould  be  $210,000. 
If  it  has  judged  correctly  and  at  the  end  of  three  years 
money  rates  are  lower,  it  can  refinance  with  a  million- 
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dollar  bond  issue  maturing,  if  desired,  in  twenty-seven 
years,  at  5  per  cent.  The  total  interest  cost  on  this 
issue  will  be  $1,350,000,  making  the  combined  interest 
charges  on  notes  and  bonds  to  cover  the  thirty-year 
period,  $1,560,000.  On  the  other  hand,  if  the  company 
had  floated  a  thirty -year  million  dollar  loan  at  6  per  cent, 
the  interest  charges  for  the  period  would  have  amounted 
to  $1,800,000.  The  company  will  thus  save  upward  of 
$200,000  over  the  thirty-year  period  (allowing  for  the 
expense  of  double  financing  in  the  former  case)  if  its 
forecast  of  business  conditions  was  correct.  The  same 
end  can  be  reached  by  including  in  the  bond  contract 
the  right  to  redeem  at  a  slight  premium.  If  interest 
rates  fall,  the  outstanding  7  per  cent  bonds  can  be  called 
and  replaced  by  an  issue  of  fives.  This  method  is  pref- 
erable, because  it  is  safer  than  that  of  short-term  notes, 
which  the  company  may  have  difficulty  in  paying  should 
they  mature  in  a  period  of  strain. 

When  it  is  impossible  to  finance  necessary  expansion  in 
a  period  of  prosperity,  either  with  short-term  notes  or 
with  callable  bonds,  recourse  may  be  had  to  the  sale 
of  stock.  If  subsequent  earnings  are  not  available  to 
pay  dividends  on  stock,  the  company  will  remain  solvent, 
although  its  management  may  be  displaced  by  dissatisfied 
stockholders. 

Available  Information  Concerning  Business  Conditions 

The  general  rule  that  it  is  wise  to  finance  expansions 
by  issuing  bonds,  as  far  as  possible,  in  periods  of  depres- 
sion, and  stock  in  periods  of  prosperity,  has  been  criti- 
cized on  the  ground  that  it  tells  one  what  to  do,  but  not 
when  to  do  it.  When  will  prices  cease  either  their  up- 
ward or  their  downward  movement? 

The  financial  manager  of  a  business  enterprise  is  not  left 
altogether  in  the  dark  on  the  subject.    He  can  obtain  much 
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valuable  information  by  consulting  indexes  of  wholesale 
and  retail  prices  published  periodically  by  a  number  of 
private  agencies — Dun,  Bradstreet,  The  Annalist — as  well 
as  by  the  United  States  Department  of  Labor  in  the 
Monthly  Labor  Review.  An  index  number  is  a  compari- 
son of  the  general  level  of  prices  of  commodities  at  one 
time,  with  those  prevailing  at  another  time,  called  the 
base. 

If,  for  example,  the  general  level  of  prices  of  a  group  of 
products  was  100  per  cent  in  1913  and  257  per  cent  in 
1920,  this  means  that  the  level  of  prices  of  these  products 
has  risen  157  per  cent  from  1913  to  1920.  In  other  words, 
it  would  require  $2.57  to  purchase  the  same  quantity  of 
these  commodities  in  1920  that  could  be  bought  for  $1.00 
in  1913. 

The  fiinancial  manager  can  consult  investment  bankers 
nd  credit  officers  of  commercial  banks,  who  are  posted 
n  general  business  conditions  and  who,  on  the  basis  of 
their  experience  and  observations,  will  at  times  venture 
to  forecast  the  future  trend  of  business.  There  is  an 
element  of  uncertainty  in  all  forms  of  forecasting.  Still, 
the  prediction  which  is  based  on  a  careful  analysis  of  past 
and  present  conditions  is  more  often  correct  than  that 
which  is  based  on  nothing  mo^'e^  snbstantial  than  faith, 
hope,  and  charity.      Zj^>\nfV^^  * 

Much  time  has  befn  deroted  to  business  forecasting 
in  recent  years,  and  business  forecasts  are  published  to- 
day by  several  private  agencies  such  as  Babson,  Brook- 
mire,  and  Harvard  University.  Certain  large  banking 
institutions,  moreover,  periodically  publish  analyses  of 
business  conditions.  The  brief,  comprehensive  summary 
of  business  statistics  and  their  interpretation,  published 
from  time  to  time  by  the  Continental  and  Commercial 
Bank  of  Chicago,  gives  a  clear-cut  analysis  of  business 
conditions    throughout   the    country,    and  is   typical   of 


FINANCING  OF  BUSINESS  EXPANSION      229 

similar  surveys  made  by  a  number  of  large  commercial 
banks. 

Summary 

Business  expansion  is  due  to  (1)  increased  sales,  (2) 
widening  of  market,  (3)  adding  new  methods  of  sale  and 
delivery,  (4)  creative  advertising,  and  (5)  adding  new 
lines  of  products.  Businesses  expand  (1)  by  merging, 
(2)  by  organizing  subsidiary  concerns,  and  (3)  by  form- 
ing holding  companies.  The  capital  requirements  for 
business  expansion  are  ascertained  in  the  same  general 
manner  as  are  the  requirements  for  funds  to  start  a  new 
enterprise.  Business  experience,  however,  may  be  brought 
to  aid  the  financial  management  in  determining  the 
capital  requirements  for  expansion.  The  ratio  between 
gross  sales  and  invested  capital  should  be  carefully  ob- 
served. Adequate  provision  should  be  made  for  working 
capital  as  well  as  for  fixed  capital.  The  ratio  between 
gross  sales  and  working  capital,  and  the  ratio  between 
fixed  and  current  assets,  serve  as  fair  indices  of  require- 
ments for  additional  working  capital. 

Business  expansion  may  be  financed  by  (1)  reinvesting 
business  earnings,  (2)  selling  additional  securities.  If 
the  latter  method  of  financing  expansion  is  employed,  the 
financial  management  should  be  guided  by  the  following 
general  principles:  (1)  Strive  to  keep  down  annual  capital 
charges,  (2)  endeavor  to  keep  control,  (3)  finance  ex- 
pansion during,  or  at  the  end  of  a  period  of  business  de- 
pression rather  than  in  a  period  of  prosperity.  Business 
activity  from  time  to  time  shows  certain  distinct  upward 
and  downward  movements.  These  have  been  referred  to 
as  the  business  cycle.  The  business  cycle  has  been  di- 
vided into  the  following  five  phases:  (1)  prosperity,  (2) 
crisis,  (3)  liquidation,  (4)  depression,  (5)  recovery.  Each 
phase    of   the   business    cycle    presents    certain   distinct 
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characteristics.  The  alert  business  manager  will  keep 
himself  well  posted  on  general  business  conditions  by 
carefully  studying  the  business  barometers  published  by 
both  private  and  public  agencies  from  time  to  time.  The 
various  price  indexes  give  a  general  indication  of  the 
movement  of  the  price  level.  Much  valuable  information 
concerning  business  conditions  throughout  the  country 
is  circulated  gratis,  by  a  number  of  our  large  financial 
institutions.  This  information  should  be  consulted  by  all 
wide-awake  business  executives. 

Guide  Questions 

1.  What  are  the  causes  of  business  expansion? 

2.  What  are  the  benefits  of  advertising  to  the  consuming 
public? 

3.  Define  a  merger. 

4.  Distinguish  between  a  merger  and  a  holding  company. 

5.  "VMiat  are  the  objections  to  a  merger? 

6.  How  is  the  amount  of  funds,  required  for  expansion, 
determined  ? 

7.  What  methods  may  be  employed  to  finance  expansions? 

8.  How  may  yearly  capital  charges  be  kept  down?      Illustrate. 

9.  Show  how  control  of  a  corporation  may  be  lost  by  issuing 
new  securities. 

10.  What  relation  is  there  between  financing  of  business  ex- 
pansion and  the  business  cycle? 

11.  What  are  the  phases  of  the  business  cycle? 

12.  Enumerate  the  conditions  prevailing  in  each  phase  of  the 
business  cycle. 

13.  Why  is  it  poor  policy  to  finance  expansion  in  a  period  of 
business  prosperity? 

14.  What   information   may   be   obtained   regarding   general 
business  conditions? 

15.  What  is  meant  by  a  price  index?     What  is  its  significance? 

16.  In  which  phase  of  the  business  cyde  do  you  think  we  are 
at  present?    Eeasons.     j/  /    i       ~"  ijtv"-^  ^iAX44t»0  • 


CHAPTER  XIII 

GOVERNMENTAL  REGULATION  OF  CORPORATE 
ACTIVITY 

The  Failure  of  "Laissez  Faire" 

The  Constitution  of  the  United  States  guarantees  to  the 
people  of  this  country,  the  right  to  life,  liberty,  and 
property.  At  the  time  of  the  establishment  of  the 
United  States,  the  doctrine  was  prevalent  that  the 
pursuit  of  "self-interest,"  as  the  basic  motive  in  human 
conduct,  would  result  in  the  fullest  possible  realization  of 
the  privileges  and  rights  guaranteed  by  the  Constitution. 
The  argument  in  support  of  this  contention  ran  as  fol- 
lows: ''Self-interest"  will  prompt  individuals  to  seek 
the  maximum  gain  at  the  lowest  cost.  In  an  orderly 
system  of  specialization  and  exchange,  that  person  will 
normally  realize  the  maximum  control  over  worldly  goods 
who  satisfies  the  greatest  demand  for  goods.  In  his 
effort  to  obtain  wealth,  he  will  produce  those  goods  which 
will  realize  for  him  the  largest  returns,  and  the  fact  that 
his  returns  are  large  will  indicate  that  he  has  gratified 
important  desires.  Otherwise,  others  would  not  have 
bought  his  products  as  extensively.  The  measure  of  each 
individual's  material  well-being  will,  therefore,  depend 
upon  his  ability  to  produce  that  which  is  wanted,  and  to 
the  extent  that  the  wants  of  the  community  are  thus 
gratified  by  every  one  seeking  to  promote  his  individual 
self-interest,  the  general  welfare  will  likewise  be  pro- 
moted.    Furthermore,  competition  among  producers  will 
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prevent  any  one  producer  from  obtaining  the  unfair  sliare 
of  the  product,  since  evidence  of  large  gains  in  one  line 
of  industry  will  invite  competition,  and  so  tend  to  bring 
down  prices  in  this  industry,  while  the  withdrawal  of 
producers  from  less  to  more  remunerative  enterprises  will 
tend  to  raise  the  prices  of  products  in  those  industries 
which  are  being  partially  or  wholly  deserted.  Conse- 
quently, with  self-interest  as  the  basic  motive  and  the 
free  play  of  competitive  forces,  it  was  commonly  believed 
that  general  prosperity  would  be  inevitable  and  the 
wealth  of  the  nation  would  be  increased. 

The  supporters  of  such  a  policy  of  production  and 
exchange,  therefore,  advocated  a  minimum  amount  of 
governmental  interference  in  the  orderly  conduct  of  busi- 
ness, "Keep  hands  off  of  business"  became  the  familiar 
cry,  and  the  laissez  faire  or  "let  be"  policy  of  government 
won  general  approval. 

But  with  the  development  of  our  modern  industrial 
system,  new  conditions  arose,  which  the  advocates  of 
laissez  faire  never  anticipated.  Larger  units  of  capital 
were  brought  under  the  control  of  a  few  individuals,  who 
eventually  found  themselves  in  a  favored  position  in  the 
industrial  field.  Equality  of  opportunity  in  industrial 
activity  became  more  apparent  than  real.  By  gradually 
obtaining  control  over  the  supply  of  a  product,  the  large 
corporations  could  charge  monopoly  prices.  Not  infre- 
quently monopolies  were  the  result  of  public  grants.  The 
Federal  government  made  extensive  grants  of  land  to 
railroad  companies  to  develop  the  western  territory. 
Public  utilities  were  given  exclusive  franchises,  often  for 
indefinite  periods,  by  states,  counties,  and  municipalities 
to  develop  railroads,  street  railway  systems,  lighting  com- 
panies and  waterworks.  "Whether  monopolies  resulted 
from  public  grants,  franchises,  patent  rights,  or  whether 
they  were  due  to  shrewd  manipulation  on  the  part  of 


REGULATION  OF  CORPORATIONS  233 

clever  promoters,  exclusive  or  dominating  control  of  im- 
portant enterprises  did  develop,  as  a  result  of  which 
those  in  control  were  able  to  regulate  the  price  of  their 
product  and  to  realize  more  than  a  fair  competitive  profit. 

"When  this  monopoly  power  was  exercised  by  companies 
which  enjoyed  their  favored  industrial  position  by  virtue 
of  public  grants,  the  public  had  an  interest  in  the  use, 
or  possible  misuse,  of  this  power.  This  was  particularly 
true  of  those  companies  whose  services  or  products  were 
indispensable  to  the  general  welfare,  such  as  railroads, 
street  railways,  light  and  power  companies,  and  water- 
works. When,  therefore,  monopolistic  practices  were  re- 
sorted to  by  these  companies,  the  failure  of  a  laissez  faire 
policy  became  apparent.  To  allow  them  to  continue  their 
monopolistic  practices,  when  competition  was  obviously 
impossible,  would  have  resulted  in  undue  gain  for  the 
owners  of  these  enterprises  at  the  expense  of  the  consum- 
ing public. 

In  order  to  avoid  unfavorable  comment  and  to 
prevent  governmental  interference,  companies  with  mo- 
nopolistic powers  devised  means  of  concealing  their  large 
monopoly  profits.  They  increased  their  capitalization, 
particularly  when  forming  combinations,  and  so  made  it 
appear  that  they  were  earning  only  a  fair  return  on  their 
capitalization.  Without  regulation  there  was  apparently 
no  limit  to  the  possibility  of  capitalizing  monopoly  profits, 
and  the  organization  and  promotion  of  new  monopolies 
after  1890,  for  twenty  years,  became  a  favorite  occupation 
of  industrial  organizers. 

Absentee  Ownership 

Large  industrial  units  combined  enormous  amounts  of 
capital  under  a  single  control.  Billion-dollar  corpora- 
tions, such  as  the  American  Telephone  and  Telegraph 
Company,  and  the  United  States  Steel  Corporation,  were 
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unheard  of  fifty  years  ago.  The  vast  funds  controlled 
by  these  industrial  units  did  not  come  from  a  single  in- 
dividual or  from  a  small  group.  They  came,  as  we  shall 
see  in  Chapter  XV,  from  thousands  of  investors  in  corpo- 
rate securities,  who  entrusted  their  funds  to  the  industrial 
magnates  to  be  utilized  in  productive  enterprise.  The 
ownership  of  industry  was  thus  vested  in  a  large  group, 
while  control  of  the  property  rested  in  the  hands  of  a 
few  men.  This  has  been  referred  to  as  absentee  owner- 
ship. As  long  as  those  who  were  entrusted  with  large 
capital  accumulations,  made  possible  primarily  by  the 
corporate  form  of  business  enterprise,  employed  their 
efforts  in  the  interest  of  stockholders  and  consumers,  the 
problem  of  governmental  regulation  of  finance  was  un- 
important. But  when  the  controlling  group  began  to 
employ  their  resultant  powers  not  merely  to  the  detriment 
of  the  investor,  but  also  to  that  of  the  consuming  public, 
the  ** hands  off"  policy  was  repudiated  and  the  public 
power  began  to  assert  itself  for  its  own  protection. 

"We  have  indicated  to  what  extent  unscrupulous  pro- 
moters and  financial  managers  have  at  times  defrauded 
the  investor  as  well  as  the  consuming  public.  Self-inter- 
est was  still  the  basic  motive  prompting  their  activities, 
but  it  no  longer  expressed  itself  in  an  orderly  system  of 
exchange,  based  on  mutual  agreement  and  mutual  gain. 
The  benefits  were  largely  on  one  side.  Since,  in  theory, 
those  who  enjoyed  these  benefits  did  so  by  and  with  the 
consent  of  the  public  in  the  form  of  grants,  patent  rights 
and  franchises,  this  consent  could  be  retained  only  so 
long  as  the  interest  of  the  public  was  not  jeopardized. 

Unfair  Practices  of  Business  Corporations 

The  foregoing  general  observations  can  be  amply  illus- 
trated by  specific  instances  of  unfair  practices  of  various 
large  American  corporations.     The  practices  which  were 
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detrimental  to  both  producers  and   consumers  may  be 
enumerated  as  follows  : 

1  Inducing  breach  of  competitor's  contracts  either 
by  lawful  or  unlawful  means,  such  as  fraud,  coercion,  or 
intimidation. 

2.  Enticing  employees  from  the  service  of  competi- 
tors. 

3.  Betrayal  of  trade  secrets  by  employees. 

4.  Betrayal  of  confidential  information  by  employees. 

5.  Appropriation  of  values  created  by  customer's 
expenditures  (advertising)  as  when  a  name  closely  re- 
sembling that  of  the  competitor  is  selected  to  appropriate 
the  good  will. 

6.  Defamation  of  competitor's  and  disparagement  of 
competitor's  goods. 

7.  Intimidation  of  competitor's  customers  by  threats 
of  infringement. 

8.  Combinations  to  cut  off  a  customer's  supplies  or 
to  destroy  his  market. 

9.  Intimidation,  obstruction,  and  molestation  of  a 
competitor  or  his  customers. 

10.  Exclusive  dealing,  including  contracts  to  buy  of 
one  person,  or  to  sell  to  one  person,  exclusively,  or  to  sell 
one  person's  goods  exclusively;  tying  contracts  or  con- 
tracts for  exclusive  agency  or  territory. 

11.  Bribery  of  employees. 

12.  Competing  with  purchaser  after  the  sale  of  busi- 
ness and  good  will. 

13.  Passing  off  the  goods  of  one  manufacturer  or 
dealer  as  those  of  another. 

14.  Conspiracies  to  injure  competitors. 

These  various  practices  were  resorted  to  from  time  to 
time  by  different  companies,  with  all  the  resultant  injury 
to  competitive  enterprises,  as  well  as  to  the  consuming 
public. 
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Pools  and  Trusts 

Early  attempts  to  obtain  monopoly  control  usually  took 
the  form  of  pools.  A  pool  may  be  defined  as  a  voluntary 
association  of  sellers  who  place  the  marketing  of  their 
product  under  some  central  control  or  general  restriction. 
The  object  of  such  pools  was  to  realize  monopoly  profits, 
(1)  by  restricting  output  of  the  industries  included  in  the 
association,  and  (2)  by  holding  buyers  to  regular  quota- 
tions, making  it  impossible  for  them  to  play  off  one  com- 
petitor against  another. 

The  essential  weakness  of  the  pool  as  a  device  to  obtain 
monopoly  control  was  its  inability  to  enforce  its  agree- 
ments. The  necessity  of  voluntary  assent  of  every  mem- 
ber of  the  pool,  the  liberty  of  withdrawal  on  short  notice, 
and  the  difficulty  of  establishing  relations  of  mutual  con- 
fidence among  competitors,  all  united  to  emphasize  its 
ineffectiveness.  Pools  would  frequently  be  dissolved  on 
very  short  notice,  when  confidence  was  destroyed,  and  a 
mad  scramble  for  markets  on  the  part  of  former  members 
of  the  pool,  with  resulting  lower  prices,  would  follow. 
Before  the  rail  pool  was  dissolved  in  February,  1897,  the 
price  of  steel  rails  in  Chicago  was  $27.50  per  ton.  Im- 
mediately after  its  disruption,  steel  rails  were  offered  by 
one  of  the  former  members  of  the  pool  for  delivery  in 
Chicago  at  $17  per  ton.  In  1895,  six  months  before  the 
organization  of  this  pool,  the  price  of  steel  rails  had 
averaged  $21  per  ton. 

Because  of  the  instability  of  the  pools,  a  more  satisfac- 
tory means  of  restricting  competition  was  perfected. 
This  was  the  so-called  "trust"  of  the  'eighties.  The 
word  trust  is  applied  to  a  number  of  organizations  to-day, 
such  as  the  ** trust  companies,"  or  financial  institutions, 
the  "Massachusetts  Trust,"  the  "voting  trust,"  the  "in- 
vestment trust"  and  more  recently  the  "business  trust" 
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and  similar  forms  of  trust  arrangement.  These  should 
be  carefully  differentiated  from  the  trust  organization, 
perfected  in  the  'eighties,  to  obtain  monopoly  control. 

Under  the  trust  organization  of  the  'eighties,  agreement 
as  to  output  and  prices  was  secured  by  depositing  the 
stocks  of  the  constituent  companies  with  trustees  in  ex- 
change for  trust  certificates.  These  certificates  entitled 
the  holders  to  such  dividends  as  might  be  declared  on  the 
stocks  of  their  respective  companies,  and  also  empowered 
them  to  vote  for  the  trustees  in  the  same  manner  as  the 
stc  ikholders  of  a  company  elect  their  directors.  The 
trust  certificates  could  be  dealt  in  on  the  stock  exchanges 
in  the  same  way  as  the  certificates  issued  by  the  voting 
trust  of  a  corporation.  The  trustees,  controlling  the 
stock  of  the  companies  included  in  the  trust,  could  thus 
direct  the  management  of  these  companies,  thereby  secur- 
ing a  uniform  policy  upon  prices  and  output.  Perma- 
nence of  control  was  assured  by  making  the  transfer  of 
stock  to  the  trustees  irrevocable,  except  in  case  of  formal 
dissolution  of  the  trust  as  provided  for  in  the  articles  of 
association. 

From  the  viewpoint  of  the  trust  organization,  this  type 
of  combination  was  less  objectionable  than  the  pool.  Its 
organization  was  permanent,  its  government  centralized, 
responsible,  and  representative.  But,  from  the  viewpoint 
of  the  competitors,  who  were  injured  by  the  unfair  prac- 
tices of  these  trusts,  as  well  as  of  the  consuming  public, 
who  were  forced  to  pay  monopoly  prices,  both  pools  and 
trusts  were  objectionable. 

State  and  Federal  Action  to  Preserve  Competition 

Beginning  with  the  Granger  agitation  against  the  rail- 
roads in  1870,  a  pronounced  sentiment  against  monopolies 
had  grown  up  throughout  the  United  States.  In  1890, 
sixteen  states,  either  in  their  constitutions  or  by  statute, 
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prohibited  any  combination  in  restraint  of  trade ;  and  the 
common  law,  which  was  generally  applicable  throughout 
the  states,  also  forbade  combinations  of  this  nature.  The 
antitrust  law  of  Missouri,  for  example,  prohibited  any 
"pool,  trust,  agreement,  combination,  confederation,  or 
understanding  with  any  other  corporation,  partnership, 
individual,  or  any  other  person  or  association  of  persons 
to  regulate  or  fix  the  price  of  any  article  of  manufacture." 

In  1890,  Congress  passed  the  Sherman  Anti-Trust  Act, 
which  declared  that  "every  contract,  combination  in  the 
form  of  trust  or  otherwise,  or  conspiracy  in  restraint  of 
trade  or  commerce  among  the  several  states  or  with  for- 
eign nations,  is  hereby  declared  illegal," 

This  important  law  was  amended  and  supplemented 
from  time  to  time  with  other  Federal  legislation, 
directed  against  monopolies.  In  1914,  the  Clayton  and 
Federal  Trade  Commission  Acts  were  passed.  The  former 
prohibited  unfair  discrimination,  stockholding  for  the 
purpose  of  substantially  lessening  competition,  interlock- 
ing directorates,  or  communities  of  interest  between  rail- 
roads and  large  supply  companies.  The  latter  act  em- 
powered the  Federal  Trade  Commission  to  investigate 
unfair  acts  in  competition,  and  to  obtain  an  order,  en- 
forced by  the  courts,  if  necessary,  compelling  unscrupulous 
competitors  to  refrain  from  using  unfair  practices  of 
competition.  Both  state  and  Federal  legislation  has 
usually  been  supported  in  the  past  by  a  strong  public 
opinion,  decidedly  hostile  to  large  corporations. 

But  even  before  the  passage  of  the  Sherman  Anti-Trust 
Law  in  1890,  suit  had  been  brought  under  the  common 
law  against  the  North  River  Sugar  Refining  Company  by 
the  Attorney-General  of  New  York.  The  case  was  de- 
cided against  the  company,  not  only  on  the  ground  that 
the  North  River  Sugar  Refining  Company  was  a  combina- 
tion the  tendency  of  which  was  to  prevent  competition. 
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but  also  because  the  corporation,  entering  the  trust,  had 
exceeded  the  powers  of  its  charter.  "The  defendant  had 
disabled  itself  from  exercising  its  functions  and  employ- 
ing its  franchise  as  it  was  intended  it  should  by;  the  act 
under  which  it  was  incorporated,  and  had,  by  the  action 
which  was.  taken,  placed  itself  in  complete  subordination 
to  another  and  different  organization  to  be  used  for  an 
unlawful  purpose,  detrimental  and  injurious  to  the  pub- 
lic," according  to  the  opinion  of  the  Circuit  Court.  In 
1892,  the  Standard  Oil  Trust  was  declared  illegal  on 
similar  grounds  by  the  Supreme  Court  of  Ohio. 

When  the  legal  position  of  both  trusts  and  pools  was 
rendered  insecure  by  court  decisions  as  well  as  by  Federal 
legislation,  a  new  method  of  avoiding  ruinous  competition 
had  to  be  sought  by  large  industrial  units.  In  1889  the 
Corporation  Law  of  New  Jersey  was  revised  to  permit 
corporations  organized  thereunder  to  acquire  securities 
issued  by  corporations  of  other  states  and  also  as  New 
Jersey  corporations  to  transact  business  in  other  states. 
The  organization  of  holding  companies  has  been  previ- 
ously explained.  It  was  a  simple  matter  to  change  the 
organization  of  the  old  trust  into  a  holding  company. 
The  changes  in  organization  were  as  follows : 

1.  Shares  in  the  new  corporation,  the  holding  com- 
pany, were  substituted  for  the  certificates  of  the  trust, 
and  these  shares  were,  in  many  instances,  issued  in  ex- 
change for  the  trust  certificates. 

2.  Instead  of  a  board  of  trustees,  elected  by  the  hold- 
ers of  trust  certificates,  a  board  of  directors  was  elected 
by  the  stockholders  of  the  holding  company. 

For  all  practical  purposes  the  two  organizations  were 
identical.  Under  the  trust,  control  of  each  company  was 
vested  in  a  board  of  trustees,  who  issued  trust  certificates 
against  the  shares  which  they  held.  Under  the  "holding 
company"  the  control  of  each  company  was  vested  in  the 
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company  which  held  its  stock,-  not  as  trustee,  but  as 
owner.  In  place  of  a  board  of  trustees  came  a  board  of 
directors;  in  place  of  a  distribution  of  dividends,  col- 
lected by  trustees,  to  holders  of  trust  certificates,  a  dis- 
tribution of  dividends  of  subsidiary  companies,  paid  to 
the  holding  company,  was  made  to  the  holders  of  its  own 
stock. 

The  Sherman  Anti-Trust  Law  of  1890  was  soon  declared 
inoperative  against  New  Jersey  holding  companies  by  a 
decision  of  the  United  States  Supreme  Court  in  the  case 
of  United  States  v.  The  E,  C,  Knight  Company  in  1896. 
The  American  Sugar  Refining  Company  had  bought  four 
sugar  refineries  located  in  Philadelphia,  and  suit  was 
brought  to  enjoin  one  of  the  purchases  on  the  ground  that 
this  was  in  violation  of  the  Sherman  Law.  The  court 
held  that  this  combination  pertained  primarily  to  manu- 
facturing, and  that  Congress  had  no  authority  under  the 
commerce  clause  of  the  Constitution  over  any  transaction 
which  did  not  primarily  relate  to  interstate  commerce. 

But  in  1902,  a  strong  case  was  presented  by  the  govern- 
ment against  the  Northern  Securities  Company  of  New 
Jersey,  a  holding  company,  which  had  been  formed  to  ex- 
change its  shares  for  those  of  two  competing  railroad 
lines,  the  Great  Northern  and  the  Northern  Pacific,  The 
claim  of  the  government  was  (1)  that  a  controlling  stock 
interest  in  these  two  parallel  and  competing  railway  sys- 
tems was  held  by  the  Northern  Securities  Company,  (2) 
that  it  was  manifestly  to  the  interest  of  this  majority  of 
stockholder  that  competition  should  be  suppressed  be- 
tween these  companies,  and  (3)  that  it  should  be  pre- 
sumed that  this  dominant  voting  power  would  be  exer- 
cised as  to  restrict  and  limit  competition,  and,  therefore, 
(4)  that  the  stockholding  body,  which  had  the  power  and 
the  incentive  to  violate  the  law,  should  be  permanently 
enjoined  from   exercising  those   corporate  functions   of 
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voting  and  receiving  dividends  through  which  the  law 
might  be  violated,  and  the  profits  of  violation  might  be 
obtained.  The  Supreme  Court  held  that  this  holding 
company  was  a  combination  in  restraint  of  trade  and 
ordered  it  dissolved.  (The  argument  of  the  government 
is  particularly  significant  in  view  of  the  decision  of  the 
Supreme  Court,  handed  down  in  1921,  in  the  case  of  the 
United  States  Steel  Company,  cited  below.) 

The  decision  in  the  case  of  the  Northern  Securities 
Company  struck  a  blow  at  the  holding  company  as  a  de- 
vice for  defeating  a  federal  law,  and  the  subsequent  de- 
cisions of  the  Supreme  Court  in  the  cases  of  the  Standard 
Oil  Company  and  the  American  Tobacco  Company,  in 
1911,  dealt  a  decided  blow  to  industrial  combinations. 
By  a  vote  of  8  to  1,  the  court  declared  that  the  Standard 
Oil  Company  of  New  Jersey  was  an  illegal  combination 
in  that  it  exercised  undue  restraint  of  trade.  An  inter- 
esting interpretation  was  read  into  the  Sherman  Anti- 
Trust  Law  when  it  was  construed  to  imply  that  only  undue 
restraint  of  trade  was  illegal.  To  decide  what  is  undue 
restraint  of  trade  the  court  refers  to  the  standard  of  reason, 
which  had  been  applied  at  common  law.  The  nde  of  rea- 
son must  therefore  be  applied  to  determine  whether  a 
given  combination  is  a  violator  of  the  Sherman  Law. 

In  1921,  another  interesting  interpretation  was  read 
into  the  Sherman  Anti-Trust  Law  by  the  Supreme  Court 
of  the  United  States.  In  spite  of  past  monopolistic  prac- 
tices "in  restraint  of  trade"  the  legality  of  the  United 
States  Steel  Corporation  was  upheld  on  the  ground  that 
mere  size,  the  implied  power  to  do  evil,  is  no  sign  of  sin, 
especially  since,  for  many  years,  the  corporation  had 
carefully  refrained  from  practices  which  would  indicate 
its  intention  either  to  extend  its  control  or  to  exclude 
others  from  entering  the  industr^^ 

That  the  attitude  toward  monopolies  on  the  part  of  the 
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government  has  undergone  a  profound  change  in  recent 
years  is  further  reflected  in  the  Webb-Pomerene  Act,  ap- 
proved, April  10,  1918,  and  in  certain  provisions  of  the 
Transportation  Act  of  1920.  The  former  act  directly 
repeals  the  Sherman  Anti-Trust  Law  in  so  far  as  export 
business  is  concerned,  in  that  it  authorizes  the  formation 
of  combinations  for  export  trade.  The  Transportation 
Act  of  1920,  on  the  other  hand,  directs  the  Interstate  Com- 
merce Commission  to  devise  a  plan  for  the  consolidation 
of  the  railroads  of  the  country  "into  a  limited  number  of 
systems,"  permitting  railroad  consolidation  in  accordance 
with  this  plan.  Here  again  the  provisions  of  the  Sher- 
man Anti-Trust  Act  are  expressly  set  aside. 

Reason  for  Change  in  Governmental  Attitude  toward 
Monopolies 

The  interesting  change  in  attitude  toward  monopolies, 
as  reflected  in  recent  Federal  legislation  and  court  deci- 
sions, can  be  explained  on  the  ground  that  the  govern- 
ment has  realized  that  not  every  monopoly  is  necessarily 
detrimental  to  the  interest  of  the  public.  So-called 
natural  monopolies  result,  not  merely  from  control 
over  a  limited  supply  of  natural  resources,  but  more  often 
from  either  the  impossibility  or  the  inexpediency  of 
duplicating  plant  and  industrial  equipment.  Such  enter- 
prises as  railroads  and  public  service  corporations  have 
been  referred  to  as  natural  monopolies  of  organization. 
The  economic  waste  resulting  from  enforced  competition 
among  natural  monopolies  of  organization  is  ob- 
vious. The  problem  thus  confronting  legislators  was  one, 
not  of  destroying  these  natural  monopolies,  but  rather 
of  regulating  their  activities  under  conditions  of  monop- 
oly in  the  interest  of  the  public.  To  accomplish  this 
purpose,  natural  monopolies  in  late  years  have  been 
rather  encouraged  than  opposed.     At  the  same  time,  how- 
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ever,  both  the  Federal  government  and  the  separate 
states  have  devised  legislation  to  regulate  the  activities 
of  these  monopolies.  The  regulatory  legislation  is  rep- 
resented by  the  acts  establishing  the  Interstate  Com- 
merce Commission  and  the  Public  Service  Commissions  of 
the  individual  states. 

Federal  and  State  Action  to  Protect  the  Public  and  the 
Investor 

The  Interstate  Commerce  Commission  Act  was  passed 
in  1887.  Its  principal  provisions  were  as  follows:  (1) 
Discriminations  among  persons,  places,  and  commodities 
were  prohibited,  and  railroad  officials  granting  discrimi- 
nating rates  were  made  liable  to  fine  and  imprisonment; 
(2)  railroad  rates  for  interstate  commerce  were  required 
to  be  just  and  reasonable;  (3)  railroads  were  required  to 
publish  their  rates  and  to  change  them  only  on  public 
notice;  (4)  pooling  contracts  among  railroads  were  pro- 
hibited. The  Interstate  Commerce  Commission,  created 
under  this  act,  was  made  responsible  for  the  enforcement 
of  it«  provisions.  Not  until  a  number  of  amendments  had 
been  passed  to  this  act,  however,  did  it  really  become 
effective  as  a  regulatory  measure. 

The  Elkins  Act  of  1903,  the  Hepburn  Law  of  1906, 
the  Mann-Elkins  Act  of  1910,  and  finally  the  Transporta- 
tion Act  of  1920,  conferred  additional  powers  on  the  In- 
terstate Commerce  Commission,  chief  among  which  were, 
(1)  giving  complete  control  over  methods  of  keeping 
railroad  accounts,  (2)  giving  authority  to  secure  injunc- 
tions restraining  railroads  believed  to  be  violating  the 
law  from  continuing  such  violations,  (3)  requiring  that 
thirty  days*  notice  be  given  the  commission  by  the  rail- 
roads prior  to  change  of  published  rates,  and  upon  receipt 
of  such  notice  the  commission  is  empowered  to  suspend 
the  operation  of  the  new  rates  for  four  months — or  five 
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months,  if  necessary — until  the  reasonableness  or  fairness 
of  the  new  rates  has  been  determined.  Most  important 
of  all  the  powers  given  the  commission  is  the  right  to 
prescribe  what  rate,  minimum  as  well  as  maximum,  will 
be  just  and  reasonable,  yielding  a  fair  rate  of  return 
on  the  investment,  and  in  order  to  determine  this 
the  commission  is  empowered  to  make  a  valuation  of  the 
property  of  all  the  railroads  of  the  country.  The  prob- 
lem of  valuation  of  railroads  and  of  public  utilities  for 
purposes  of  rate  making  is  one  of  the  most  difficult  prob- 
lems confronting  Public  Service  Commissions  to-day 

Not  only  did  the  Federal  government  pass  regulatory 
measures  to  control  the  conduct  of  interstate  carriers,  but 
the  separate  states  likewise  enacted  legislation  intended 
to  safeguard  public  interest  against  monopolistic  prac- 
tices of  public  service  corporations. 

Public  Service  Commissions  usually  are  empowered  to 
supervise  the  issue  of  securities,  fix  gust  and  reasonable 
rates,  and  see  to  it  that  service  is  properly  rendered. 
The  Public  Utility  Act  of  New  Jersey,  for  example,  em- 
powers the  commission  (1)  to  investigate  complaints,  (2) 
to  appraise  the  value  of  property  of  public  utilities,  (3) 
to  fix  just  and  reasonable  rates,  (4)  to  require  filing  of 
rate  schedules  with  the  commission  on  the  part  of  public 
utilities,  (5)  to  require  that  public  utilities  furnish  safe, 
adequate  and  proper  service. 

Public  Utility  Valuation  and  Rate  Making 

The  problem  of  rate  making  is  intimately  connected 
with  the  problem  of  valuation.  If  excessive  rates  are 
charged,  the  public  will  suffer.  On  the  other  hand,  if 
inadequate  rates  are  charged,  the  investors  in  public 
utility  securities  will  not  realize  a  fair  return  on  their 
investment,  and  its  value  may  be  impaired.  No  longer 
being  able  to  charge  "all  the  traffic  would  bear"  because 
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of  governmental  interference,  financial  managers  of  pub- 
lic utilities  contended  that  rates  should  be  sufficient  to 
yield  a  reasonable  return  on  the  investment  in  the  prop- 
erties of  the  various  public  service  corporations. 

This  raised  two  important  questions:  (1)  How  is  the 
fair  present  valuation  of  the  property  of  the  public  util- 
ity to  be  ascertained,  and  (2)  What  is  a  reasonable  return 
on  the  investment?  Financial  managers  and  promoters 
of  public  service  enterprises,  possibly  in  anticipation  of 
governmental  regulation  of  rates  based  on  valuation, 
usually  raised  to  the  limit  all  public  utility  valuations. 
We  have  previously  noted  the  practice  of  overcapitaliza- 
tion  with  a  view  to  concealing  monopoly  profits.  If  such 
capitalization  were  to  be  made  the  basis  of  a  rate  sched- 
ule, allowing  a  reasonable  return  on  the  investment,  rep- 
resented by  the  capitalization,  it  is  obvious  that  these 
rates  would  be  in  excess  of  fair  competitive  rates,  since 
they  allowed  a  certain  amount  of  return  on  "watered" 
stock. 

On  the  other  hand,  if  original  cost  were  to  be  made 
the  basis  of  rate  schedules,  these  problems  would  at  once 
present  themselves:  What  were  the  original  costs,  and 
to  whom  were  the  original  costs?  Shall  original  costs 
include  payments  in  securities  to  promoters?  What  of 
long-term  leases  obtained  at  unfair  rentals?  Shall  such 
rentals  be  regarded  as  original  costs?  The  common  in- 
terpretation of  original  costs  appears  to  be  the  original 
investment  in  the  property,  adjusted  for  all  subsequent 
increases  or  decreases  in  capital  investment.  Since  many 
of  the  older  public  utilities  in  the  United  States  have 
reached  their  present  status  as  the  result  of  reorganiza- 
tions, consolidations,  and  in  some  cases,  receiverships, 
records  of  original  costs  are  not  always  available.  They 
are  either  lost,  destroyed,  or  unsatisfactory. 

Again,  if  present  replacement  costs  are  to  be  made  the 
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basis  of  value,  how  much  shall  be  allowed  for  deprecia- 
tion? On  what  basis  shall  franchise  rights  and  similar 
exclusive  privileges  be  calculated?  How  is  the  value  of 
land,  occupied  by  a  roadbed  to  be  ascertained?  These 
are  but  a  few  of  the  many  perplexing  problems  confront- 
ing a  Public  Service  Commission  charged  with  evaluating 
property  for  the  purpose  of  fixing  just  and  reasonable 
rates. 

Finally,  if  capitalized  income  is  used  as  the  basis,  it 
becomes  clear  that  by  allowing  higher  rates,  net  income 
would  likewise  tend  to  be  greater,  since  most  public  util- 
ities operate  under  conditions  of  decreasing  cost,  and  the 
demand  for  their  services  or  products  is  fairly  inelastic. 
In  other  words,  with  increasing  utilization  of  the  existing 
capital  equipment  of  a  public  service  enterprise,  the  cost 
per  unit  tends  to  decrease.  A  street  car  with  but  a  single 
passenger  will  cost  just  as  much  to  operate  as  a  car  with 
possibly  fifty  or  more  passengers.  An  additional  passen- 
ger— up  to  a  certain  point,  incurs  practically  no  addi- 
tional costs  to  the  transportation  company.  On  the  other 
hand,  even  if  rates  were  increased  somewhat,  the  demand 
for  the  service  would  not  materially  decrease.  People 
will  continue  to  utilize  the  street  cars,  even  if  the  fare  is 
considerably  higher.  An  increase  in  fare,  if  not  exces- 
sive, say  from  five  to  six  and  one-quarter  cents,  will  raise 
the  net  earnings,  which,  if  capitalized  at  the  prevailing 
rate  of  interest,  would  very  likely  increase  the  outstand- 
ing capital  stock.  This  increased  capitalization  would, 
in  turn,  serve  as  a  plea  for  higher  rates.  The  impossibil- 
ity of  utilizing  net  earnings  as  a  basis  for  rate  making 
therefore  appears  evident. 

Neither  capitalization,  original  cost,  replacement  cost, 
nor  capitalized  net  earnings  can  be  employed  separately 
as  adequate  evidence  of  fair  present  value,  on  the  basis 
of  which  to  establish  just  and  reasonable  rates.     Courts 
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have  firmly  fixed  ** present  value"  as  the  rate  base,  but 
to  date  have  neither  defined  what  is  meant  by  present 
value  nor  furnished  a  formula  for  its  computation. 
In  the  words  of  Milo  H.  Maltbie : 

Such  information  as  one  does  have  is  largely  negative,  as : 
Present  value  is  not  necessarily  original  cost. 
Present  value  is  not  necessarily  present  investment. 
Present  value  is  not  necessarily  reproduction  cost. 
A  valuation  of  present  day  plant  which  ignores  the  increase 
of  unit  costs  does  not  give  present  values.^ 

In  the  final  analysis,  therefore,  present  value  of  long 
established  public  service  corporations,  as  a  base  for  rate 
making,  is  practically  impossible  of  determination.  What- 
ever valuation  is  taken  can  be  defended  by  its  advocates 
and  refuted  by  its  opponents,  as  was  illustrated  in  the 
recent  valuation  controversy  between  the  City  of  Phila- 
delphia and  the  Philadelphia  Rapid  Transit  Company. 
Each  case  is  judged  on  its  own  merits,  courts  and  com- 
missions doing  their  best  to  properly  weigh  the  various 
considerations  affecting  value.  That  which  is  generally 
accepted  as  the  starting  point  by  commissions  charged 
with  rate-making  power,  is  cost  of  duplication  of  physical 
property  and  purchase  price  of  intangibles,  such  as 
franchises. 

But  the  problem  of  rate  making  for  public  utilities  is 
intimately  connected  with  business  finance.  In  the  first 
place,  an  excessive  capitalization  may  influence  public 
service  commissioners  in  fixing  unfair  rates.  Second, 
net  earnings  may  be  reduced  by  payment  of  large  wages 
and  salaries,  as  well  as  by  diverting  income  into  unpro- 
ductive channels.  Third,  inefficiency  in  management  may 
result  in  undue  increase  in  operating  costs,  with  a  view 

1  Theory  and  Practice  of  Fiiblic  Utility  Valuation,  p.  171. 
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to  decreasing  net  income.  Because  of  the  danger  of  such 
practices  on  the  part  of  the  managers  of  public  service 
corporations,  the  powers  of  public  service  commissions 
have  gradually  been  extended  by  the  majority  of  the 
states,  to  include,  not  merely  rate  making,  but  also  the 
prescription  of  uniform  accounting  systems,  filing  finan- 
cial statements,  approving  the  issue  of  securities  as  to 
purpose,  type  and  amount,  and,  in  general,  supervising 
the  financial  management  of  public  service  enterprises. 

Federal  and  State  Action  to  Protect  the  Investor 

Eeference  has  been  made  to  the  Blue  Sky  laws  enacted 
by  most  states  to  protect  the  investing  public  against  un- 
scrupulous promoters  of  fraudulent  and  dubious  ventures. 
This  form  of  legislation  is  a  further  step  in  the  direction 
of  governmental  regulation  of  business  activity.  Even 
as  antitrust  legislation  is  intended  to  protect  the  pro- 
ducer, so  Blue  Sky  legislation  is  intended  to  protect  the 
investor,  while  the  interest  of  the  consuming  public  is  of 
paramount  importance  in  the  acts  creating  the  Interstate 
Commerce  Commission  and  the  various  Public  Service 
Commissions.  With  governmental  regulation  of  the  finan- 
cial activities  of  industry  in  the  interest  of  producer, 
consumer,  and  investor,  modern  business  has  its  activities 
fairly  well  defined. 

Summary 

The  laissez  faire  or  hands-off  policy  of  government 
toward  business  has  failed,  because  of  the  changed  in- 
dustrial conditions  since  the  establishment  of  the  United 
States.  Self-interest  as  a  motive  to  economic  activity 
was  believed  to  be  conducive  to  the  full  realization  of  the 
privileges  guaranteed  by  the  Constitution,  but  with  the 
development  of  monopolistic  control  in  industry,  equality 
of  opportunity  was  largely  destroyed  and  governmental 
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regulation  of  industrial  activity  became  inevitable, 
furthermore,  large  industrial  units,  owned  by  many  thou- 
sand individuals,  were  brought  under  the  control  of  a 
small  group  of  financiers,  who  were  able  to  use  the  enor- 
mous power  vested  in  them  either  for  good  or  for  evil. 
Not  infrequently  they  employed  their  monopoly  control 
to  the  detriment  of  the  consuming  public,  from  whom 
they  ultimately  derived  their  power.  Price  discrimina- 
tion, misrepresentation,  adulteration  of  product,  and 
bribery  were  practices  resorted  to  by  many  large  corpora- 
tions. 

The  earliest  device  employed  to  obtain  monopoly 
control  was  the  pool.  This  was  followed  by  the  trust  of 
the  'eighties  and  later  by  the  holding  company.  The 
pool  was  found  to  be  too  loose  a  combination  to  achieve 
permanence.  The  trust  of  the  'eighties  was  a  contractual 
agreement,  whereby  the  stockholders  assigned  their 
shares  to  a  group  of  trustees  in  return  for  trust  certifi- 
cates. The  trustees  voted  the  shares  of  the  companies 
which  they  controlled  and  were  consequently  able  to 
adopt  a  uniform  business  policy.  When  this  policy  re- 
sulted in  monopolistic  practices,  many  of  the  states  as 
well  as  the  Federal  Government  began  to  legislate  against 
pools  and  trusts.  The  Sherman  Anti-Trust  Law  of  1890 
declared  every  combination  in  restraint  of  trade  illegal. 
This  law  was  later  supplemented  by  the  Clayton  Act  and 
the  Federal  Trade  Commission  Act.  The  former  pro- 
hibited unfair  discrimination  and  interlocking  directo- 
rates, while  the  latter  gave  the  commission  power  to  in- 
vestigate unfair  practices  in  competition  and  attempts 
to  obtain  monopoly.  Recent  Federal  legislation  recog- 
nizes the  fact  that  not  all  monopolies  are  necessarily 
detrimental  to  public  interest.  Natural  monopolies  of 
organization  are  distinctly  beneficial  to  the  public  if 
properly     regulated.     The     Interstate     Commerce     Act 
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of  1887  and  subsequent  Federal  regulatory  laws  gave 
the  commission  power  to  fix  reasonable  rates  for  inter- 
state carriers,  while  the  Public  Service  Commissions  of 
the  individual  states  are  empowered  in  general  to  super- 
vise (1)  rate  making,  (2)  issuing  of  securities,  and  (3) 
conditions  of  service  rendered  by  public  utilities. 

The  problem  of  rate  making  on  the  part  of  Public  Serv- 
ice Commissions  involves  making  a  valuation  of  the  in- 
vestment in  public  service  enterprises  in  order  to  establish 
rates  which  will  allow  a  fair  return  on  the  invested 
capital.  Neither  original  cost,  present  replacement  costs 
less  depreciation,  capitalized  net  income,  nor  capitaliza- 
tion furnish  adequate  bases  for  fixing  rates  which  will 
allow  a  reasonable  return  on  the  present  value  of  estab- 
lished public  service  corporations.  The  problem  of  rate 
making  is  the  most  difficult  task  confronting  Public  Serv- 
ice Commissions. 

In  addition  to  Federal  and  state  legislation  to  protect 
producer  and  consumer,  specific  laws  have  also  been  en- 
acted, intended  to  protect  the  investor  against  unscrupu- 
lous promoters.  The  so-called  Blue  Sky  laws,  together 
with  other  forms  of  protective  legislation,  define  the  scope 
of  modern  industrial  activity  with  reference  to  (1)  in- 
vestors in  industrial  securities,  (2)  competitive  enter- 
prises, (3)  consumers  at  large. 

Guide  Questions 

1.  What  is  meant  by  laissez  faire? 

2.  Why  did  the  laissez  faire  policy  fail? 

3.  What  has  been  a  common  source  of  monopoly  power? 

4.  What  is  meant  by  absentee  ownership  ? 

5.  Name  the  unfair  practices  to  which  business  corporations 
have  resorted. 

6.  Distinguish  between  a  pool  and  a  trust. 

7.  What  was  the  chief  weakness  of  the  pool  as  a  device  to 
obtain  monopoly  control? 
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8.  Distinguish  between  the  organization  of  the  tmst  and  the 
holding  company. 

9.  'V\Taat  were  the  early  attempts  at  legislation  to  preserve 
competition? 

10.  Name   the  chief   provisions   of   the    Sherman   Anti-Trust 
Law,  the  Clayton  Act,  and  the  Federal  Trade  Commission  Act. 

11.  Are  holding  companies  illegal  combinations?     Explain. 

12.  Show  how  the  attitude  of  the  government  toward  com- 
binations in  restraint  of  trade  has  changed  since  1890. 

13.  How  do  you  account  for  this  change  in  attitude? 

14.  What  are  the  provisions  of  the  Interstate  Commerce  Act? 

15.  What  are  the  provisions  of  the  important  amendments  to 
this  act? 

16.  What  are  the  powers  usually  vested  in  Public   Service 
Commissions  ? 

17.  "The  problem  of  rate  making  is  intimately  connected  with 
the  problem  of  valuation."     Explain. 

18.  On  what  basis  may  the  fair  present  value  of  a  public 
utility  be  determined? 

19.  Show  the  relation  between  the  problem  of  rate  making  and 
business  finance. 

20.  What  legislation  has  been  enacted  to  protect  the  investor? 


CHAPTER  XIV 

FINANCIAL  FAILURE  AND  THE  REORGANIZATION  OF 
BUSINESS  ENTERPRISES 

Financial  Difficulties  of  Businesses 

No  matter  how  efficiently  an  industrial  enterprise  is 
managed  and  financed,  time  will  come  when  it  gets 
into  difficulty.  Financial  embarrassment  may  not  be  due 
to  either  incompetency  or  inefficiency  of  management.  It 
is  frequently  caused  by  conditions  over  which  the  officers 
of  the  business  have  no  control.  As  long  as  the  financial 
management  is  able  to  meet  all  obligations  when  they 
mature,  it  remains  solvent  even  if  not  prosperous  in  the 
sense  of  paying  regular  dividends.  But  when  it  cannot 
provide  the  necessary  funds  with  which  to  pay  bills  when 
they  fall  due,  it  is  in  trouble. 

Financial  embarrassment  does  not  necessarily  imply 
business  failure.  At  times,  the  management  will  be  able 
to  extricate  itself,  either  by  obtaining  an  extension  of 
credits  until  funds  have  been  realized  on  sale  of  inven- 
tory, or  by  obtaining  advances  from  persons  who  have 
faith  in  the  enterprise  and  in  the  management.  "When, 
however,  the  management  cannot  obtain  the  necessary 
financial  assistance  to  meet  obligations,  and  creditors 
are  pressing  their  claims,  failure  is  inevitable.  A  busi- 
ness failure  is  said  to  occur  when  the  liabilities  of  the 
business,  or  that  which  is  owed  and  payment  of  which  has 
been  demanded,  exceed  the  available  assets  which  can  be 
used  to  make  payment. 

252 


FAILURES  AND  REORGANIZATIONS        253 

Internal  Reasons  for  Business  Failures 

The  reasons  for  business  failures  may  be  divided  into 
two  classes:  first,  those  which  arise  from  conditions 
within  the  business ;  and  second,  those  caused  by  external 
conditions. 

One  of  the  chief  reasons  for  failure  due  to  internal 
causes  is  lack  of  foresight  on  the  part  of  the  management 
of  an  enterprise.  In  Chapter  XII  the  general  business 
conditions  prevailing  in  the  various  phases  of  the  busi- 
ness cycle  were  outlined.  Failure  to  appreciate  the  sig- 
nificance of  business  trends  and  to  realize  that,  sooner  or 
later,  a  period  of  prosperity  will  be  followed  by  a  wave 
of  depression,  has  caused  many  an  enterpriser  to  over- 
expand  his  business,  and  to  find  himself  in  difficulty 
subsequently. 

The  business  man  is  essentially  an  optimist  and  does 
not  worry  about  dull  times  in  periods  of  prosperity. 
"How  can  I  double  my  profits,"  is  a  question  of  greater 
importance  to  him  than  the  problem  of  remaining  solvent 
in  a  period  of  business  depression.  Lack  of  foresight  in 
carefully  preparing  the  financial  program  of  the  business 
has  caused  many  enterprises  to  fail.  A  conservative 
and  farsighted  management  will  set  aside  a  portion 
of  its  large  earnings  in  periods  of  prosperity  to  tide  the 
business  over  dull  periods.  Furthermore,  it  will  strive 
to  keep  down  its  fixed  obligations  as  much  as  possible. 
Again,  it  will  see  to  it  that  inventory  of  materials  used 
in  production  is  properly  balanced  so  that  this  can  all 
be  utilized  in  production.  Inventory  of  finished  goods 
will  not  be  allowed  to  accumulate.  Finally,  conserva- 
tively financed  concerns  will  strive  to  keep  up  collections 
and  prevent  large  accumulations  of  outstanding  receiv- 
ables. Too  lenient  a  policy  toward  customers  has  meant 
trouble  for  more  than  one  business  man.     If  collections 
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are  slow  and  outstanding  accounts  accumulate,  a  concern 
may  find  itself  in  financial  straits,  not  because  it  has 
failed  to  produce  efficiently  nor  because  it  has  failed  to 
dispose  of  its  product,  but  because  it  has  been  too  liberal 
in  its  extension  of  credit. 

Secondly,  business  failure  may  be  caused  by  incompe- 
tency and  inefficiency  of  management.  Many  enterprises 
to-day  are  so  poorly  organized  that  if  they  succeed  at  all, 
they  succeed  in  spite  of  poor  management.  Inefficiency 
in  financial  management  is  reflected  in  unsound  financing 
of  fixed  capital,  wastefulness  in  purchase  of  industrial 
materials,  unbalanced  inventories,  poor  sales  policies,  and 
slow  collections.  The  efficient  financial  management  is 
constantly  striving  to  eliminate  wastefulness  both  in 
operation  of  plant  and  in  marketing  of  product.  In  doing 
so  it  keeps  down  costs  and  so  increases  the  margin  of  profits. 
Inefficiency  in  financial  management  is  frequently  shown 
in  inadequate  provisions  for  working  capital  in  the  finan- 
cial plan  of  the  business.  Again  an  unwise  divi- 
dend policy  may  be  adopted,  resulting,  at  the  expense  of 
working  capital,  in  an  excessive  amount  of  profits  being 
paid  out  as  cash  dividends. 

There  is  still  another  and  more  sinister  form  of  mis- 
management. Sometimes,  officers  of  a  corporation  will 
use  their  positions  of  trust  to  further  their  own  interest. 
The  alleged  irregularities  cited  in  the  receivers'  report 
of  Continental  Clay  Company  of  Canton,  Ohio  illustrate 
to  what  extent  a  corporation  can  be  mismanaged.  The 
charges  state  (a)  that  the  public  paid  $3,247,305  for  un- 
der 50,000  shares  of  stock,  (&)  that  commissions  paid  for 
sale  of  this  stock  amounted  to  $986,567,  although  the 
laws  of  Ohio  permit  only  15  per  cent,  (c)  that  the  com- 
pany is  capable  of  earning  not  to  exceed  $40,090,  making 
a  return  of  81  cents  on  each  $100  paid  in,  (d)  that  officers 
of  the  company  made  profits  in  cash  of  over  $325,000  al- 
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though  none  of  them  ever  invested  a  dollar  in  stock. 
Profits  were  on  deals  and  in  dividends,  (e)  that  dividends 
aggregating  $388,147  were  paid  during  the  private  opera- 
tion of  the  plant,  despite  audits  which  showed  a  profit 
of  but  $5,000  in  one  year  and  losses  of  more  than  $350,000 
on  sale  of  product  in  subsequent  years,  which  losses  did 
not  include  heavy  organization  expenses. 

The  question  of  the  economic  use  of  the  agents  of  pro- 
duction, land,  labor,  and  capital,  devolves  upon  the  finan- 
cial management  of  an  enterprise.  "When,  for  instance, 
it  is  discovered  that  certain  work  can  be  performed, 
either  by  direct  labor  or  by  machine,  the  question 
of  the  correct  choice  of  the  agent  of  production  to 
perform  the  work  requires  careful  study  and  observa- 
tion. In  a  textile  mill  in  the  eastern  part  of  Pennsyl- 
vania, two  men  were  employed  to  carry  raw  materials 
and  finished  products  from  one  floor  to  another.  The 
owner  of  the  mill  figured  that  this  method  of  moving 
product  was  cheaper  than  installing  an  elevator.  The 
initial  cost  of  the  elevator  appeared  so  much  greater  to 
him  than  the  weekly  wages  of  the  two  men.  The  error 
in  such  figuring  is  obvious,  and  reflects  incompetency  in 
financial  management,  which  is  a  frequent  cause  of  busi- 
ness failure. 

A  third  internal  reason  for  business  failure  is  careless- 
ness and  negligence.  Carelessness  is  not  merely  displayed 
by  employees,  but,  frequently,  by  the  management  of  an 
enterprise.  The  various  forms  of  protective  and  safety 
legislation  in  industry  help  to  protect  industries  against 
loss  of  property  which  may  spell  business  failure.  Pro- 
tective devices  such  as  alarms,  automatic  sprinklers,  fire 
escapes,  burglar  alarms,  and  similar  means  of  safe-guard- 
ing against  losses  of  life  and  of  property  are  intended  to 
counteract  carelessness.  Failure  to  provide  adequate 
insurance  with  which  to  replace  property  in  case  of  loss 
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due  to  the  ordinary  hazards  of  business  may  also  involve 
an  enterprise  in  difficulties. 

A  fourth  internal  reason  for  business  failure  is  the  use 
of  antiquated  methods  of  production  when  modern  up-to- 
date  methods  can  be  employed.  Business  men  may  be  very 
efficient  in  managing  their  concern  in  their  own  way,  as 
they  always  did.  They  fail  to  take  advantage  of  the 
many  new  inventions,  the  countless  new  appliances,  which 
have  been  perfected  by  man  to  aid  in  production.  "When 
better  equipped  competitors  encroach  on  their  markets, 
and  they  are  no  longer  able  to  compete  effectively  because 
of  their  greater  production  costs,  they  deplore  their  fate, 
and  often  blame  their  competitors  rather  than  themselves 
for  their  failure. 

All  of  the  foregoing  reasons  for  business  difficulties  due 
to  internal  causes  can  be  illustrated  from  daily  experi- 
ence. They  can  be  grouped  under  a  single  head — 
incompetence. 

External  Reasons  for  Business  Failures 

Even  if  it  were  possible  to  eliminate  all  the  internal 
reasons  for  business  failure,  certain  external  causes  of 
financial  difficulties  of  an  enterprise  would  still  remain. 
Over  such  causes  the  individual  has  no  direct  control. 
Pressure  of  competition  may  make  itself  felt,  no  matter 
how  well  a  concern  is  financed  and  managed.  If  com- 
petitors, by  shrewd  practices,  can  gradually  drive  others 
out  of  the  field,  injury  to  some  will  ha  inevitable.  To 
avoid  this,  as  previously  pointed  out,  the  government  has 
legislated  to  regulate  conditions  of  competition  in  industry. 

Even  more  important  than  ruinous  competition  as  an 
external  reason  for  business  failure  are  changes  in  de- 
mand. These  changes  in  demand  occur  constantly,  not 
merely  because  of  shifts  in  the  desires  of  consumers,  but 
because   of   fluctuations   in  their  buying   power.     Some- 
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changes  in  demand  are  largely  seasonal,  for  example,  de- 
mand for  straw  hats.  Palm  Beach  suits,  bathing  suits,  and 
fur  coats.  Others  are  cyclical,  as,  for  instance,  the  demand 
for  silk  shirts  and  underwear,  which  varies  with  the 
curve  of  business  activity.  Whatever  the  reason,  whether 
political,  social,  or  economic,  the  enterpriser  producing 
in  anticipation  of  demand  may  discover  at  any  time  that 
his  forecast  was  wrong  and  find  himself  in  trouble,  not 
because  of  any  incompetency  on  his  part,  but  merely  be- 
cause of  a  change  in  conditions  over  which  he  has  no 
control,  and  which  he  could  not  foresee.  Every  business 
is  subject  to  this  risk.  For  example,  the  bobbed  hair 
fad  destroyed  the  demand  for  ribbons;  the  widespread 
use  of  electricity  laid,  -first,  the  small  gas  engine,  and, 
then,  the  small  steam  engine  on  the  shelf;  the  growth  of 
radio  curtailed  the  demand  for  victrolas  and  player 
pianos ;  the  automobile  is  replacing  the  interurban  trolley 
and  even  threatens  some  of  the  railroads. 

Human  beings  like  change.  Their  desires  are  constantly 
directed  into  new  channels  by  new  discoveries,  new  in- 
ventions. With  the  development  of  the  automobile,  car- 
riages and  bicycles  were  largely  discarded.  Ere  long  the 
horse  on  city  streets  may  become  a  curiosity.  Just  as 
those  of  the  present  generation  recall  the  time  when  they 
ran  to  the  front  window  to  watch  an  approaching  auto- 
mobile pass  by,  so  the  next  generation  may  gaze  in 
amazement  upon  a  horse-drawn  vehicle.  Change  and 
decay  in  all  around  we  see;  the  only  permanent  thing  is 
human  nature  with  its  constantly  growing  desire  for 
novelty.  Investments  in  old  machinery  and  equipment 
are  lost,  since  the  capital  which  they  represent  is  usually 
of  such  a  highly  specialized  nature  that  it  can  be  employed 
for  only  a  single  purpose.  As  a  consequence  financial 
difficulties  due  to  changes  in  demand  confront  industrial 
enterprises  every  day,  and  the  resulting  losses  and  failures 
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become  inevitable  costs  of  the  material  progress  of  our 
civilization. 

Finally,  there  is  an  external  cause  of  business  difficul- 
ties ascribable  neither  to  producer  nor  to  consumer. 
Casualties  w^hich  cannot  be  controlled  by  human  beings 
are  commonly  spoken  as  "Acts  of  God."  A  number  of 
insurance  companies  failed  because  of  the  San  Francisco 
earthquake  in  1905.  A  huge  conflagration  may  result  in 
such  heavy  property  losses  that  many  businesses  will  be 
unable  to  reestablish  themselves.  The  only  protection 
which  a  concern  has  against  such  casualties  is  partial  in- 
surance. The  funds  set  aside  to  protect  property  may  be 
labeled  insurance  reserves,  or  contingency  reserve,  or  re- 
serve against  ordinary  business  losses.  "Provision  for 
taxes  and  contingencies,"  "Miscellaneous  Fund  Re- 
serve," "Renewal  and  Contingency  Reserve,"  and  similar 
items  are  found  on  financial  statements  of  business  corpo- 
rations. By  making  provisions  against  contingencies  aris- 
ing from  ordinary  business  risks,  companies  can  protect 
their  property  to  a  reasonable  extent  and  avoid  possible 
financial  difficulties.  The  Federal  Revenue  Act  of  1924  has 
stimulated  setting  up  legal  reserves  on  the  part  of  busi- 
ness corporations,  wherever  possible,  in  order  to  reduce 
corporate  surplus,  since,  as  previously  noted,  a  50  per  cent 
tax  may  be  imposed  on  net  taxable  income  not  necessary 
for  the  reasonable  conduct  of  a  business. 

Extent  of  Business  Failures  in  the  United  States 

In  1922,  there  were  no  less  than  23,676  business  failures 
in  the  United  States,  the  largest  number  of  failures  in 
any  one  year  since  1867,  which  is  the  earliest  date  of  rec- 
ord. But  the  number  of  failures  of  businesses  having  a 
capitalization  of  $100,000  or  more  was  relatively  small, 
representing  only  3.7  per  cent  of  the  total.  This  in- 
dicates that  the  struggle  for  existence  is  more  difficult 
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for  the  small  industrial  unit  than  the  larger  concerns. 
Much  of  the  trouble  of  small  enterprises  arises  from  lack 
of  training  on  the  part  of  the  promoters  and  financial 
managers  in  basic  principles  of  business  finance  and 
administration. 

Figures  on  business  failures,  as  presented  by  Brad- 
street  and  Dun,  register  the  trend  of  business  mortality 
in  two  ways:  they  show  both  the  number  of  failures  and 
the  liabilities  involved.  For  the  first  six  months  of  1925, 
these  two  compilers  of  statistics  report  smaller  losses  in 
the  aggregate  than  in  1924,  and  each  finds  a  distinct 
tendency  toward  smaller  losses  over  the  last  few  years. 
Not  in  any  period  since  the  first  half  of  1920  has  busi- 
ness experienced  so  small  a  loss  as  during  the  first  six 
months  of  1925.  That  the  number  of  failures  remains 
high  does  not  minimize  the  importance  of  the  shrinkage 
in  liabilities.  This  means,  in  the  words  of  Paul  Willard 
Garrett  that  "a  good  many  small  fellows  are  being 
pushed  to  the  wall."  The  spread  of  the  chain  store  and 
the  progress  of  the  mail  order  houses  have  been  harm- 
ful to  small  businesses  over  the  country.  Thousands  of 
small,  weak  stores  were  started  after  the  "War,  that  did 
well  during  inflation  days,  but  that  cannot  stand  up 
under  normal  conditions.  Most  of  these  failures  repre- 
sent trading  concerns  of  relatively  small  importance. 

Voluntary  Reorg-anization 

Concerns  which  get  into  financial  difficulties  fall  into 
two  main  classes;  (a)  those  which  are  not  worth  saving; 
(&)  those  which  are  worth  saving.  The  former  are  al- 
lowed to  perish.  They  will  sooner  or  later  drop  out  of 
the  race,  and  their  final  net  value  will  be  determined  by 
the  amount  realized  on  the  assets  in  dissolution.  Ordi- 
narily, this  will  be  found  insufficient  to  cover  all  the 
creditor  claims.     On  the  other  hand,  there  are  concerns 
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which  fail  due  to  causes  which  can  be  removed,  and  when 
once  removed,  the  business  will  again  become  a  prosper- 
ous enterprise.     Such  concerns  are  worth  saving. 

The  first  requisite  in  reestablishing  a  concern  as  a 
prosperous  enterprise  is  to  discover  the  cause  or  causes 
of   its   financial    difficulties.      Having   discovered    these, 
the  procedure  in  removing  these  causes  and  reestablish- 
ing the  business  on  a  working  basis  as  a  going  concern 
is  called  reorganization.    If  an  enterprise  discovers  that  it 
cannot  continue  as  at  present,  and,  therefore,  must  adopt 
a  new  financial  policy,  it  may  reorganize  by  and  with 
the   consent    of   the   owners,   as   well   as   the   creditors. 
Such    negotiated    reorganizations   will    keep    the    enter- 
prise out  of  the  hands  of  the  court,  and,  consequently, 
not  merely  save  expenses,  but  also  help  to  conserve  the 
credit  of  the  business.    When,  for  example,  a  concern 
discovers  that,  for  a  number  of  years,  it  has  been  able 
to  pay  only  on  an  average  of  2  per  cent  dividends  on  its 
outstanding   par   value    capital    stock,    although   it   has 
regularly  met  all  of  its  fixed  obligations  and  running 
expenses,    it    is    advisable    to    reorganize    by    reducing 
the  capital  stock  liability.     Because  of  the  low  annual 
yield  on  the  shares  of  stock,   their  market  value   will 
likewise  be  low,  and  the  par  value  wnll  not  represent  their 
actual  market  value.     Stockholders  may  realize  that  their 
present  investment  has  a  market  value  of  only  one  fourth 
of  its  par  value.     Still,  they  are  loathe  to  surrender  their 
shares  for  a  smaller  number  of  shares.     If,  however,  the 
par  value  shares  are  exchanged  for  no  par  value  shares, 
share  for  share,  the  stockholders  consent  to  the  exchange 
may  be  obtained.     If  the  stockholders  agree  to  make  the 
exchange,  their  new  shares  will  represent  the  same  equity 
in  the  corporate  business  assets  as  did  the  par  value 
shares. 

Again,  stockholders  may  at  times  agree  to  exchange 
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their  present  par  value  shares  for  new  shares  having  a 
lower  par  value.  In  either  ease,  the  companies'  liabilities 
can  be  reduced  so  as  to  make  them  equal  the  fair  value  of 
the  assets. 

If  a  company  is  unable  to  pay  its  fixed  charges  because 
of  temporary  conditions,  the  creditors  may  agree  to  post- 
pone their  claims  against  the  debtor  company,  and  thus 
prevent  its  passing  into  the  hands  of  the  receiver.  The 
bondholders  may,  moreover,  be  induced  to  exchange 
their  present  bonds  for  preferred  stock  in  the  corpora- 
tion, if  it  becomes  apparent  that  the  company  cannot 
meet  its  fixed  charges,  not  because  of  mismanagement, 
but  because  of  unfavorable  business  conditions.  By  mak- 
ing such  an  exchange,  and  by  giving  the  preferred 
stock  a  voice  in  the  management,  the  financial  affairs  of 
the  company  can  be  adjusted  without  recourse  to  courts. 

The  Creditors'  Realization  Agreement 

A  new  plan  of  solving  a  company's  difficulties  with- 
out court  intervention  has  been  employed  in  recent  years, 
whereby  stockholders  assign  their  shares  of  stock  to  a 
group  of  voting  trustees,  to  be  held  for  the  benefit  of  the 
creditors  until  all  past  due  obligations  of  the  company 
have  been  paid.  The  agreement  drawn  up  is  called  a 
''Creditors'  Realization  Agreement."  There  are  four 
parties  to  such  an  agreement:  the  debtor  company,  the 
stockholders,  the  creditors,  and  the  trustees.  The  agree- 
ment provides  that,  since  the  company  has  defaulted  in 
the  payment  of  its  obligation,  the  capital  stock  of  the 
company  is  to  be  tranferred  to  the  trustees,  giving  them 
the  power  to  vote  the  shares.  The  stockholders  agree 
to  execute  and  deliver  their  shares  to  the  trustees.  The 
new  directors  elected  b}^  the  trustees  become  the  repre- 
sentatives of  the  creditors,  and  operate  the  property  in 
their  interest. 
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The  board  of  directors  thus  chosen  is  given  the  power 
to  manage  and  direct  the  company,  to  wind  up  and  liqui- 
date the  business  in  whole  or  in  part,  to  sell  any  or  all 
of  the  assets  of  the  company,  and  to  distribute  them 
pro  rata  among  the  creditors,  and,  in  general,  to  do  any- 
thing and  everything  that  appears  to  be  to  the  best 
interest  of  the  creditors  and  the  stockholders. 

The  company  then  executes  and  delivers  promissory 
notes  to  the  creditors  in  a  sum  equal  to  the  amount  of 
the  instruments  representing  their  respective  claims 
which  are  presented  to  the  company  for  cancellation. 
The  creditors  agree  to  renewal  of  these  notes  from  time 
to  time,  provided  interest  is  paid  as  specified. 

The  company  may  thus  continue  as  a  going  concern, 
although  technically  insolvent,  and  the  voting  trustees 
may  discover  that  with  improved  conditions,  earnings 
will  be  available  to  pay  off  the  outstanding  short-term 
notes,  and  subsequently  return  the  property  to  the  stock- 
holders. Time  of  payment  of  debts  can,  therefore,  be 
extended  by  drawing  up  a  "Creditors'  Realization  Agree- 
ment" which  may  tide  the  company  over  its  period  of 
embarrassment. 

Bankruptcy  Procedure 

When  a  business  enterprise  finds  itself  weighted  down 
with  debts  which  it  cannot  possibly  pay,  bankruptcy 
proceedings  are  begun  whereby  the  concern  in  question 
is  able  to  clear  itself  of  the  legal  obligation  to  pay  its 
debts. 

A  concern  may  voluntarily  declare  itself  bankrupt, 
or  it  may  be  pressed  into  involuntary  bankruptcy  by  its 
creditors.  Under  the  National  Bankruptcy  Act  of  1898, 
all  persons  and  business  corporations,  excepting  railroads 
and  banks,  may  go  into  bankruptcy  voluntarily.  In  case 
of  involuntary  bankruptcy,  the  petition  is  filed  either 
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by  three  creditors  having  claims  totaling  $500,  or  in 
ease  there  are  less  than  twelve  creditors,  by  one  creditor 
having  a  claim  of  at  least  $500,  It  must  be  shown  that 
the  debtor  owes  at  least  $1,000,  is  totally  insolvent,  and 
that  an  act  of  bankruptcy  was  committed  within  four 
months  prior  to  filing  the  petition.  The  following  con- 
stitute acts  of  bankruptcy :  (a)  transferring  or  conceal- 
ing of  property  with  intent  to  defraud  creditors;  (&) 
preferential  treatment  of  special  creditors;  (c)  making 
assignment  of  assets  for  benefit  of  creditors  or  having  a 
receiver  appointed ;  (cZ)  admitting  insolvency  in  a  written 
statement,  and  declaring  willingness  to  be  declared  a 
bankrupt;  (e)  giving  preference  through  legal  proceed- 
ings to  certain  creditors,  as,  for  instance,  permitting  a 
favored  creditor  to  obtain  a  lien  on  the  property  of  the 
insolvent  concern  through  legal  proceedings. 

According  to  the  bankruptcy  law,  the  term  bankruptcy 
means  that  the  aggregate  of  the  property  of  the  business, 
exclusive  of  any  property  that  has  been  conveyed,  trans- 
ferred, concealed,  or  removed,  or  permitted  to  be  re- 
moved with  intent  to  hinder,  delay,  or  defraud  creditors, 
is  not,  at  a  fair  valuation,  sufficient  in  amount  to  pay 
its  debts. 

"When  a  concern  declares  itself  bankrupt  voluntarily, 
it  must  commit  one  of  the  foregoing  acts  of  bankruptcy. 
This  generally  consists  of  making  a  general  assignment 
of  its  assets  to  its  creditors.  The  method  of  general 
assignment  is  usually  less  expensive  than  legal  bank- 
ruptcy proceedings,  under  which  a  public  sale  of  the 
assets  of  the  bankrupt  is  conducted  by  an  appointee  of 
the  court,  who  will  distribute  the  proceeds  derived  from 
such  a  sale,  after  deducting  expenses,  among  the  creditors 
according  to  the  priority  of  their  respective  claims. 

As  a  result  of  bankruptcy  proceedings,  the  bankrupt 
concern  is  legally  relieved  of  its  debts,  but  individual 
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enterprisers  v/ho  have  passed  through  bankruptcy  and 
who  later  reestablish  themselves  in  business  and  rebuild 
their  fortunes,  at  times,  recognize  their  moral  obliga- 
tions and  repay  their  old  debts,  from  which  they  have 
been  legally  freed.  Bankrupt  corporations  usually  find 
it  easier  and  better  to  organize  new  companies  rather 
than  to  attempt  to  revive  the  bankrupt  corporations. 

Bankruptcy  proceedings  have  been  termed  a  most  un- 
certain and  expensive  method  of  dealing  with  financial 
embarrassments.  ''The  process  is  also  a  very  slow  and 
tedious  one  as  indicated  by  the  enormous  proportion  of 
cases  pending,  37,341,  at  the  close  of  the  fiscal  jear, 
1921."^  According  to  tabulations  reported  by  the  At- 
torney-General of  the  United  States  for  the  fiscal  year 
ending  July  1,  1921,  only  21.3  per  cent  of  the  total  lia- 
bilities involved  was  realized  in  bankruptcy  proceedings 
of  which  amount  25  per  cent  was  disbursed  in  the  con- 
duct of  the  business  pending  distribution  of  the  assets, 
and  after  fees  and  expenses  of  administration  had  con- 
sumed an  additional  17.7  per  cent  of  these  assets,  the 
creditors  received  only  12.6  cents  on  every  dollar  of  their 
claims. 

Adjustment  Bureaus 

Because  of  the  cost  of  bankruptcy  proceedings,  ad- 
justments of  the  affairs  of  insolvent  concerns  are  often 
made  by  committees  appointed  by  local  chambers  of 
commerce  or  boards  of  trade  without  recourse  to  the 
courts.  The  National  Association  of  Credit  Men  has, 
moreover,  established  a  number  of  adjustment  bureaus 
throughout  the  United  States,  having  for  their  purpose, 
investigation  of  the  affairs  of  the  debtors,  securing  of 
a   capable   receiver  when  court   proceedings   are   found 

1  E.  E.  Lincoln,  Applied  Busi7iess  Finance,  p.  732. 
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necessary,  seeurance  of  quick  adjustment  of  honest  fail- 
ures at  minimum  costs,  inJSuencing  concerted  action  by 
the  creditors,  facilitation  of  liquidation  and  seeurance 
of  extensions  when  found  to  be  to  the  best  interest  of 
all  and,  finally,  prosecution,  or  assistance  in  prosecution 
of  guilty  parties  when  evidences  of  fraud  are  discovered. 
The  results  attained  by  these  adjustment  bureaus  are  far 
more  satisfactory  from  the  financial  viewpoint  of  the  in- 
solvent concern  and  the  creditors,  than  are  those  at- 
tained through  the  bankruptcy  court. 

Appointment  of  a  Receiver 

A  business  corporation  may  declare  itself  bankrupt 
or  insolvent  by  petitioning  the  court  to  appoint  a  re- 
ceiver. The  reason  for  appointing  a  receiver  is  to  con- 
serve the  value  of  a  company's  property.  He  is  often  ap- 
pointed at  the  request  of  the  directors  who  see,  long 
before  any  creditor,  the  impending  insolvency  of  their 
company,  and  who,  at  the  first  threat  of  disaster,  fly  to  the 
shelter  of  a  court  of  equity.  The  receiver  is  the  agent  of 
a  court  in  equity  appointed  to  take  charge  of  the  prop- 
erty of  a  company  in  financial  difficulties,  and  to  operate 
it  as  he  sees  fit,  primarily  in  the  interest  of  the  creditors. 
The  method  of  obtaining  the  appointment  of  a  receiver  is 
usually  as  follows:  a  creditor  of  the  company  together 
with  an  officer  of  the  corporation  will  appear  in  a  court  of 
equity,  and  state  to  the  judge  the  condition  of  the  affairs 
of  the  concern.  The  officer  will  affirm  that  the  enterprise 
which  he  is  representing  is  unable  to  meet  the  claims  of 
the  creditor,  while  the  creditor  will  vouch  for  his  just 
claims.  These  claims,  admitted  by  the  officer  of  the  com- 
pany, are  past  due.  If  the  judge  feels  that  the  facts  are 
as  presented,  and  a  receiver  is  not  wanted  to  serve  ulterior 
motives  of  interested  parties,  he  will  proceed  to  name 
some  one  to  take  charge  of  the  affairs  of  the  company. 


266        RUDIMENTS  OF  BUSINESS  FINANCE 

The  receiver  or  receivers  may  be  officers  of  the  insol- 
vent corporation.  Not  infrequently  the  court  will  ap- 
point officers  of  the  corporation  to  act  as  receivers,  since 
they  are  best  acquainted  with  the  affairs  and  the  conduct 
of  the  business.  When  the  reasons  for  insolvency  are 
not  to  be  ascribed  to  mismanagement  of  the  enterprise, 
but  rather  to  external  causes,  there  is  no  reason  why 
officers  of  the  company  should  not  serve  as  receivers. 

In  recent  years  the  theory  of  receiverships  has  been 
broadened  to  include  mismanagement  as  an  adequate 
ground  for  appointing  a  receiver.  In  such  cases  officers 
of  the  insolvent  company  will  ordinarily  not  be  appointed 
as  receivers.  When  the  court  appoints  a  receiver  on 
the  ground  of  mismanagement,  it  is  merely  anticipating 
the  appointment  on  the  grounds  of  insolvency,  since,  if 
mismanagement  continues,  insolvency  will  result.  Stock- 
holders have  a  right  to  have  the  business  wisely  and 
honestly  managed,  and  since  the  management  usually 
controls  a  majority  of  the  stockholders,  the  minority 
may  sustain  serious  damage  because  of  mismanagement. 
Consequently,  courts  have  appointed  receivers  at  the  re- 
quest of  stockholders  in  case  it  could  be  proven  satis- 
factorily that  mismanagement  of  the  company's  prop- 
erty really  existed. 

After  being  appointed  by  the  court,  the  receiver  pro- 
ceeds to  take  possession  of  the  property  of  the  bankrupt 
concern  and  to  make  plans  to  continue  its  operation. 
To  the  extent  that  contracts  which  have  been  made  by 
the  corporation  in  the  interest  of  the  company  are  neces- 
sary for  the  conduct  of  the  business,  the  receiver  will 
confirm  them.  If  such  contracts  are  not  specifically  con- 
firmed, but  the  benefits  under  the  contract  are  accepted 
by  the  receiver,  they  become  implied  contracts  and  bind- 
ing on  the  receivership.  If,  for  example,  labor  continues 
to  w^ork  under  the  receivership  as  before,  and  the  re- 
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ceiver  accepts  the  benefits  of  such  labor,  the  wages  of 
labor  constitute  a  liability  of  the  receivership.  Again, 
if  a  corporation  has  leased  certain  property,  motor 
trucks,  for  instance,  and  these  are  continued  in  use  under 
the  receivership,  rentals  for  these  trucks  become  a 
direct  obligation  of  the  receivership.  The  receiver, 
furthermore,  is  usually  authorized  by  the  court  to  receive 
the  income  from  the  property  as  well  as  to  collect  debts 
due  the  insolvent  company  and  to  apply  the  income 
which  he  has  thus  realized,  under  the  direction  of  the 
court,  to  the  payment  of  both  operating  expenses  and  fixed 
charges. 

Obtaining  Funds  to  Finance  the  Receivership 

In  carrying  out  his  duties,  the  receiver  must  have 
funds.  When  he  takes  charge  of  the  property  of  a  com- 
pany, he  usually  finds  a  large  amount  of  accrued  current 
expenses  for  wages,  materials,  etc.,  unpaid.  The  prop- 
erty of  the  company  has  been  allowed  to  deteriorate,  no 
money  having  been  paid  for  maintenance  and  better- 
ment while  the  directors  were  vainly  trying  to  tide  over 
their  period  of  embarrassment.  Furthermore,  secured 
and  unsecured  creditors  are  setting  up  their  claims  to 
earnings  accruing  from  business  operation. 

The  receiver  is  thus  confronted,  not  merely  with  the 
problem  of  financing  the  continued  operation  of  the 
business,  but  also  with  the  problem  of  satisfying  the 
claims  of  the  creditors.  In  carrying  out  his  duties,  he 
must  ordinarily  have  considerable  sums  of  money.  He 
has  three  possible  sources  of  funds  to  rely  upon:  first, 
operating  income ;  second,  interest  and  rentals ;  and  third, 
receivers'  certificates. 

A  receiver's  certificate  is  a  short-term  note  secured  by 
all  the  property  in  the  hands  of  the  receiver.  Receivers' 
certificates  are  issued  for  a  definite  period  of  time,  but 
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may  be  called  at  any  time.  They  are  negotiable  instru- 
ments and  can  be  bought,  sold,  and  transferred. 

The  funds  derived  from  the  foregoing  three  sources 
are  applied  by  the  receiver;  first,  to  pay  wages  and  to 
buy  supplies;  second,  to  make  improvements  and  better- 
ments to  the  property  of  the  enterprise ;  third,  to  finance 
such  extensions  and  additions  as,  in  the  opinion  of  the 
receiver,  are  necessary  for  the  successful  operation  of 
the  business.  At  times,  the  receiver  will  discover  build- 
ings or  projects  in  the  process  of  construction,  with  in- 
adequate funds  to  finance  their  completion.  If  indis- 
pensable to  the  successful  conduct  of  the  business,  the 
receiver  will  apply  the  proceeds  realized  from  the  sale 
of  receiver's  certificates  to  finance  the  completion  of  neces- 
sary extensions  and  additions. 

When  a  receiver  discovers  that  the  insolvent  company 
has  outstanding  leases,  which  are  unprofitable  but  which 
consume  a  large  part  of  the  revenue  in  rentals,  he  may 
refuse  to  pay  further  rentals.  The  lessor  company  may 
at  any  time  resume  possession  of  its  leased  property, 
and  sue  as  general  creditors  for  unpaid  balances  on  the 
rentals  and  for  damages  sustained.  The  methods  of  re- 
fusing to  pay  rentals  in  case  leases  are  unprofitable  has 
been  largely  employed  by  receivers.  Furthermore,  since 
the  property  which  secures  the  obligations  to  creditors 
is  in  the  receiver's  hands,  creditors  can  obtain  interest 
only  by  an  order  of  court.  As  a  rule,  however,  when  in- 
terest has  been  earned,  it  will  be  paid  by  the  receiver. 

Since  receivers'  certificates  represent  a  prior  claim 
on  the  assets  of  the  insolvent  company,  as  against  the 
claims  of  secured  and  unsecured  creditors,  existing 
creditors  are  very  much  opposed  to  the  extensive  issue 
of  receivers'  certificates  and  often  appeal  to  the  court 
not  to  allow  the  receiver  to  place  this  new  encumbrance 
on  their  security.     But  the  court  is  ordinarily  guided  as 
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to  the  necessity  as  well  as  to  the  expediency  of  issuing 
certificates  by  the  recommendations  of  its  appointee,  the 
receiver. 

Ee  organization  with  the  Aid  of  the  Receiver 

As  soon  as  possible  after  the  receivers  have  been  ap- 
pointed, efforts  are  made  to  rehabilitate  the  bankrupt 
company.  The  objects  of  reorganization  are;  first,  to 
pay  off  or  fund  the  floating  and  secured  debts;  second, 
to  provide  funds  for  betterments  and  for  working  capi- 
tal; third,  to  arrange  for  future  capital  requirements; 
and  fourth,  to  reduce  fixed  charges  within  a  conservative 
estimate  of  net  earnings. 

As  was  previously  noted,  a  company's  property  is 
valuable  primarily  as  a  going  concern.  Its  earning 
power  is  the  chief  source  of  its  value,  and,  consequently, 
it  is  to  the  best  interest  of  all  parties  concerned  to  re- 
establish the  insolvent  company  as  a  going  concern.  To 
sell  the  property  at  public  auction  would  probably  not 
yield  an  amount  sufficient  to  pay  the  claims  of  the  pre- 
ferred creditors.  Creditors,  as  well  as  stockholders,  are 
therefore  interested  in  continuing  the  enterprise  operat- 
ing, and  in  having  it  removed  out  of  the  hands  of  the 
court  as  speedily  as  possible. 

Formation  of  Committees 

To  realize  the  objects  of  reorganization,  the  first  step 
is  usually  the  formation  of  committees  to  represent  the 
owners  of  the  different  classes  of  bonds.  In  some  cases, 
stockholders'  protective  committees  are  also  organized. 
The  purpose  of  these  committees  is  to  secure  united  ac- 
tion on  behalf  of  each  interested  group  concerned  in  the 
reorganization.  The  formation  of  these  committees  is  a 
matter  of  invitation  and  of  mutual  agreement  on  the  part 
of  the  interested  parties. 
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The  method  usually  employed  in  the  formation  of  these  com- 
mittees is  for  individual  bondholders  to  constitute  themselves  or 
their  representatives  a  committee  to  take  charge  of  the  particular 
class  of  securities,  and  to  invite  the  creditors  or  stockholders  to 
signify  their  consent  to  this  arrangement  by  depositing  their 
securities  with  some  disinterested  agent,  a  trust  company  or 
bank.  If  a  majority  of  the  securities  are  thus  deposited,  the 
self-constituted  committee  becomes  representative,  and  is  recog- 
nized as  such  by  the  courts.  The  powers  of  these  committees 
are  very  broad.  The  committee  is  vested  with  the  legal  title 
to  all  securities  dei:)osited  with  them  and  is  authorized  to  act  in 
all  respects  in  behalf  of  the  depositors  as  though  they  were 
directors  of  a  corporation  elected  for  the  purpose.  The  com- 
mittee has  all  the  powers  of  owners  of  the  securities,  and  full 
discretion  as  to  the  methods  of  carrying  out  the  agreement. 
The  committee  is  authorized  to  institute  suits  or  to  intervene  in 
suits,  to  sell  the  deposited  securities  under  certain  conditions,  to 
employ  agents,  attorneys  and  counsel,  to  purchase  property  at 
foreclosure  sale,  to  borrow  money  on  the  security  of  the  bonds 
or  stocks  deposited  with  them,  and  also,  usually,  to  prepare  a 
plan  of  reorganization  which,  after  reasonable  notice  has  been 
given  to  the  depositors  under  the  agreement  with  the  committee, 
and  failing  objection  on  their  part  signified  by  the  withdrawal 
of  their  securities,  is  held  to  be  binding  upon  all.  The  depositors 
are  held  to  be  liable  for  the  necessary  expenses  of  the  committee 
up  to  a  certain  percentage  on  the  amount  of  securities  deposited. 
It  is  usually  provided  that  the  committee  may  at  any  time 
terminate  the  agreement,  and  also  allow  the  bondholders  to 
terminate  it  by  a  certain  vote.  The  effect  of  the  deposit  of 
securities  is  to  constitute  the  members  of  the  committee  trustees 
for  the  depositors,  to  form,  as  it  were,  a  temporary  corporation 
for  the  attainment  of  certain  objects.^ 

The  committees  are  concerned  primarily  with  making 
a  satisfactory  adjustment  of  the  claims  of  all  the  inter- 
ested parties  and  freeing  the  property  from  court  con- 
trol as  quickly  as  possible.  Proposals  are  submitted  by 
the  creditors'  committees  to  the  stockholders'  commit- 
tees,  and  stockholders  will  make   counter  proposals  to 

2  Cf.  E.  S.  Mead,  Corporation  Finance,  pp.  430/. 
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the  creditors.  After  a  series  of  conferences  and  exten- 
sive negotiations,  a  plan  of  reorganization  is  finally  an- 
nounced. 

Under  the  plan  of  reorganization,  the  property  may  be 
either  returned  to  its  former  owners,  or  transferred 
under  foreclosure  sale  to  a  new  company.  If  the  old 
company  enjoyed  valuable  rights  in  the  form  of  either 
franchises  or  exemption  from  taxes,  it  is  advisable  to 
continue  its  existence.  Usually,  however,  a  new  com- 
pany is  organized  in  which  are  vested,  after  foreclosure 
sale,  such  parts  of  the  property  of  the  old  company  as 
are  thought  wise  to  retain  and  which  either  assumes  the 
obligations  of  the  old  company,  or  secures  modifications 
and  reductions  of  these  obligations  necessary  to  the  suc- 
cess of  the  new  company.  By  means  of  the  foreclosure 
sale,  the  rights  of  nonassenting  security  holders  are  ex- 
tinguished, and  the  new  company  is  placed  in  complete 
control  of  the  property. 

If  the  reorganization  plan  contemplates  the  continua- 
tion of  the  old  company,  it  commonly  contains  proposals 
to  the  stockholders,  somewhat  as  follows:  if  the  stock- 
holders will  advance  the  amount  of  money  necessary  to 
help  the  business  out  of  its  present  difficulties,  they  may 
continue  in  possession  and  control  of  the  corporate  prop- 
erty. The  funds  thus  obtained  represent  a  definite  as- 
sessment on  each  share  of  stock.  If,  however,  the  unan- 
imous consent  of  the  stockholders  to  the  payment  of 
such  an  assessment  cannot  be  obtained,  it  is  manifestly 
unfair  to  allow  some  stockholders  to  assume  the  obliga- 
tion, while  others  go  free.  Consequently,  the  foreclosure 
sale  and  transfer  of  the  property  to  a  new  company  is 
employed,  not  merely  to  satisfy  creditor  claims,  but  also 
to  allow  these  stockholders  who  want  to  retain  an  in- 
terest in  the  company  to  do  so.  By  advancing  the  nec- 
essary funds  to  rehabilitate  the  company,  they  will  be 
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made  the  owners  of  the  new  company  by  and  with  the 
creditors,  but  if  the  funds  are  not  forthcoming,  their 
ownership  claims  will  cease  with  the  transfer  of  title  to 
the  property  to  the  creditors. 

When  stockholders  advance  the  necessary  funds  under 
the  reorganization  plan,  these  funds  are  generally  ap- 
plied to  pay  the  unfunded  or  floating  debt  and  to  provide 
necessary  working  capital. 

Since  one  of  the  chief  causes  of  financial  embarrass- 
ment is  excessive  fixed  -charges,  the  reorganization  plan 
generally  provides  for  a  reduction  of  fixed  charges. 
The  methods  of  accomplishing  this  differ  in  different  re- 
organization plans.  A  reduction  of  fixed  charges  may 
be  accomplished  by  reducing  the  interest  rate  on  out- 
standing obligations.  This  plan  was  employed  by  the 
Baltimore  and  Ohio  Kailroad  in  its  reorganization  of 
1888.  The  more  common  method,  however,  is  to  reduce 
the  number  of  outstanding  bonds. 

This  may  be  brought  about  by  exchanging  some  or 
all  of  the  outstanding  bonds  for  either  preferred  or  com- 
mon stock  in  the  new  company.  Their  proportionate 
property  interests  would  depend  upon  the  terms  set 
forth  in  the  plan  of  reorganization  and  accepted  by  the 
various  parties  concerned.  Again,  fixed  charges  may  be 
reduced  by  converting  a  number  of  bond  issues  bearing 
different  interest  rates  into  a  single  issue  at  a  uniform 
rate,  or  into  bonds  whose  income  depends  on  the  earn- 
ings of  the  company. 

As  a  rule,  the  reorganization  plan  provides  for  simpli- 
fication of  the  financial  plan  of  the  insolvent  company. 
If,  by  mutual  agreement,  a  large  number  of  bond  issues, 
with  different  priorities,  can  be  brought  under  a  single 
mortgage,  a  distinct  advantage  is  gained.  Railroad 
reorganizations  have  frequently  resulted  in  simplifica- 
tion   of    the    financial    plan.     When,    for    instance,    the 
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Atchison  and  Topeka  Railroad  reorganized,  it  reduced 
forty-one  bond  issues  to  two.  Finally,  the  reorganiza- 
tion plan  usually  makes  provision  for  much  needed  work- 
ing capital,  commonly  obtained  by  selling  some  of  the 
securities  of  the  reorganized  company  to  the  investing 
public. 

The  recent  reorganization  plan  of  the  Virginia- 
Carolina  Chemical  Company,  unanimously  approved  by 
the  five  committees  representing  the  two  classes  of  bonds, 
the  bank  debt,  the  trade  debt,  and  the  preferred  and 
common  stock,  respectively,  illustrates  how  the  financial 
plan  may  be  simplified  and  fixed  charges  reduced  in  re- 
organization. 

The  proposed  capitalization  of  the  new  company  will 
consist  of  three  classes  of  stock:  (1)  $14,487,060,  7  per 
cent  cumulative  prior  preference  stock,  (2)  $21,447,904, 
6  per  cent  cumulative  participating  preferred  stock,  and 
(3)  486,708  shares  of  common  stock. 

The  7  per  cent  cumulative  prior  preference  stock  will 
have  voting  power  and,  in  addition,  so  long  as  the 
amount  outstanding  exceeds  $10,000,000,  will  have  the 
right,  voting  as  a  class,  to  elect  a  majority  of  the  di- 
rectors. It  will  be  placed  in  a  voting  trust  for  five  years, 
unless  reduced  to  $10,000,000  before  the  expiration  of 
that  time. 

The  6  per  cent  cumulative  participating  preferred 
stock,  which  also  has  full  voting  rights,  but  with  the 
common  stock  elects  only  the  minority  of  the  directors 
until  the  outstanding  prior  preference  stock  is  reduced 
to  $10,000,000,  is  to  be  entitled  to  6  per  cent  cumulative 
dividends  from  July  1,  1927,  and,  in  addition,  after  the 
common  shares  shall  have  received  dividends  of  three 
dollars  in  any  fiscal  year,  is  to  participate,  share  for 
share,  with  the  common  stock  in  any  additional  divi- 
dends paid  in  such  years. 
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The  plan  further  provides  that  holders  of  each  $1,000 
first  mortgage,  7  per  cent,  twenty-five-year  sinking  fund 
convertible  bond,  series  "A,"  of  the  old  company,  will 
receive  $510  in  cash  and  $595  par  value  of  prior  prefer- 
ence stock.  Holders  of  each  $1,000  sinking  fund  con- 
vertible bond  of  the  old  company  will  receive  $1,225  par 
amount  of  participating  preferred  and  twenty  shares  of 
common  stock.  For  each  $1,000  of  bank  debt,  trade 
debt,  or  general  claims  of  the  old  company,  together 
with  all  claims  for  unpaid  interest,  $1,160  par  value  of 
participating  preferred  and  twenty  shares  of  common 
stock  will  be  paid.  Trade  debts  amounting  to  less  than 
$1,000  will  be  paid  in  cash. 

Holders  of  each  $1,000  par  value  of  the  7  per  cent  cum- 
ulative, preferred  stock  of  Consumers'  Chemical  Com- 
pany, a  subsidiary  of  the  old  company,  will  receive  $1,245 
par  value  of  participating  preferred  and  twenty  shares 
of  common  stock,  while  preferred  stockholders  of  the 
old  company  will  receive  one  half  share  of  common  stock 
in  the  new  company  for  each  share  of  preferred  stock 
in  the  old  company.  Common  shareholders  will  receive 
one-fifteenth  of  a  share  of  common  stock  in  the  new  com- 
pany for  each  share  of  common  stock  that  they  held  in  the 
old  company. 

Although  the  capitalization  of  the  new  company  will 
be  slightly  larger  than  that  of  the  old  company,  fixed 
charges  have  been  eliminated  under  the  reorganization 
plan,  and  three  classes  of  stock  substituted  for  two  bond 
issues,  trade  and  bank  debts,  as  well  as  for  the  three 
classes  of  stock  contained  in  the  financial  plan  of  the  old 
company.  Furthermore,  the  reorganization  plan  makes 
provision  for  working  capital  to  be  derived  from  the  sale 
of  preferred  stock.  The  three  objects  of  reorganization 
(1)  reduction  of  fixed  charges,  (2)  simplification  of  finan- 
cial plan,  and  (3)  provision  for  working  capital  are  thus 


FAILURES  AND  REORGANIZATIONS         275 

attained  under  the  reorganization  plan  of  the  Virginia- 
Carolina  Chemical  Company. 

When  the  reorganization  plan  has  been  put  into  effect 
the  receivership  can  be  terminated  and  the  property  re- 
turned to  private  ownership.  If  the  causes  of  difficulties 
were  not  ascribable  to  mismanagement,  and  the  possession 
of  the  property  remains  with  the  former  owners,  there 
may  also  be  a  continuation  of  the  old  management.  On 
the  other  hand,  if  the  creditors  obtained  possession  of  the 
property  as  a  result  of  foreclosure  sale,  the  former  manage- 
ment is  usually  eliminated. 

The  most  difficult,  and  yet  the  most  important  step 
in  reorganization  is  to  secure  complete  agreement  and 
cooperation  among  the  different  interested  parties.  All, 
except  possibly  the  senior  bondholders,  will  have  to  make 
some  sacrifices.  The  extent  of  the  sacrifices  will  depend 
largely  upon  the  bargaining  powers  of  the  representa- 
tives on  the  different  committees,  each  one  representing 
a  definite  group  of  interests.  The  importance  of  able 
representation  on  these  committees  is  therefore  obvious. 
If  the  work  of  these  committees  is  ably  and  efficiently 
done,  it  will  usually  not  be  difficult  to  obtain  the  con- 
sent of  all  the  interested  parties  to  the  reorganization 
plan. 

Summary 

Financial  failures  may  be  due  to  causes  within  an  in- 
dustry, such  as,  (1)  lack  of  foresight,  (2)  incompetency 
and  mismanagement,  (3)  carelessness  and  negligence, 
and  (4)  use  of  antiquated  methods  of  production.  Fur- 
thermore, they  may  be  caused  by  external  conditions, 
such  as,  (1)  ruinous  competition,  (2)  changes  in  demand 
for  product,  and  (3)  ''Acts  of  God."  Business  failures 
in  the  United  States  are  relatively  more  numerous  among 
small  concerns  than  among  large  industrial  units. 
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Concerns  which  get  into  financial  difficulties,  and 
which  are  worth  saving,  may  reorganize  either  voluntar- 
ily or  involuntarily.  The  procedure  in  removing  the 
causes  of  financial  difficulties  and  in  reestablishing  the 
business  on  a  working  basis  as  a  going  concern  is  called 
reorganization.  Negotiated  reorganizations  will  usually 
keep  an  enterprise  out  of  the  hands  of  the  court.  Such 
reorganizations  may  be  accomplished  if  the  stockholders 
or  owners  are  willing  to  make  certain  sacrifices.  In  recent 
years,  the  creditors'  realization  agreement  has  served  as 
a  means  of  tiding  an  enterprise  over  a  period  of  financial 
embarrassment  without  court  intervention.  Under  such 
an  agreement,  the  stockholders  assign  their  shares  to  a 
board  of  trustees  with  the  power  to  vote  the  shares  and 
to  direct  the  affairs  of  the  enterprise  in  the  interest  of  the 
creditors  until  their  claims  have  been  satisfied. 

By  going  through  bankruptcy  proceedings  a  concern 
can  clear  itself  of  the  legal  obligation  to  pay  its  debts. 
Bankruptcies  may  be  either  voluntary  or  involuntary. 
The  debtor  must  commit  an  act  of  bankruptcy  prior  to 
filing  petition  in  bankruptcy  court.  Acts  of  bankruptcy 
are  (1)  transferring  or  concealing  of  property  with  in- 
tent to  defraud  creditors,  (2)  preferential  treatment  of 
certain  creditors,  (3)  assignment  of  assets  to  creditors 
or  the  appointment  of  a  receiver,  (4)  admitting  insol- 
vency, (5)  giving  preference  to  certain  creditors  through 
legal  proceedings.  Because  of  the  costliness  of  bank- 
ruptcy proceedings  and  the  slowness  of  the  process, 
private  agencies  have  in  recent  years  established  adjust- 
ment bureaus  with  a  view  to  a  speedier  and  less  expen- 
sive settlement  of  the  affairs  of  bankrupt  concerns. 

Insolvent  corporations  commonly  petition  a  court  in 
equity  to  appoint  a  receiver.  The  receiver  is  the  agent 
of  the  court,  appointed  to  take  charge  of  the  affairs  of 
the  bankrupt.     He  continues  operations  of  the  bankrupt 
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company,  wherever  possible  and  expedient,  obtaining 
funds  to  do  so  from  (1)  operating  revenue,  (2)  miscel- 
laneous business  income,  (3)  the  sale  of  receivers'  cer- 
tificates. Funds  from  these  sources  are  applied  by  the 
receiver  (1)  to  pay  wages  and  to  purchase  supplies,  (2) 
to  make  improvements  and  betterments,  (3)  to  finance 
extensions  and  additions.  Creditors  are  usually  opposed 
to  the  extensive  issue  of  receivers'  certificates,  since 
these  certificates  represent  a  prior  claim  on  the  assets 
of  the  insolvent  company  over  all  claims  of  secured  and 
unsecured  creditors. 

Reorganization  with  the  aid  of  the  receiver  is  brought 
about  by  organizing  a  number  of  committees,  represent- 
ing the  various  interested  groups  which  develope  a  plan 
of  reorganization.  A  reorganization  plan  usually  provides 
(1)  for  a  reduction  of  fixed  charges,  (2)  for  additional 
working  capital,  and  (3)  for  simplification  of  the  finan- 
cial plan.  "When  the  reorganization  plan  has  been  ac- 
cepted by  all  parties  concerned  and  has  been  put  into 
operation,  the  court  will  terminate  the  receivership,  and 
the  reorganized  enterprise  will  again  be  privately  man- 
aged and  controlled. 

Gums  Questions 

1.  What  is  meant  by  business  failure? 

2.  Give  the  internal  reasons  for  business  failures. 

3.  What  ai'e  the  external  reasons  for  business  failure? 

4.  What  significance  do  you  attach  to  the  present  trend  in 
business  failures  in  the  United  States? 

5.  What  is  the  procedure  in  voluntary  reorganization? 

6.  Enumerate  the  provisions  of  a  creditors'  realization  agree- 
ment. 

7.  Define  bankruptcy. 

8.  What  constitute  acts  of  bankruptcy? 

9.  What  functions  are  performed  by  adjustment  bureaus? 
10.     How  is  a  receiver  appointed? 
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11.  What  are  the  duties  of  a  receiver  ? 

12.  "Where  does  the  receiver  obtain  funds  to  finance  the  in- 
solvent concern? 

13.  What  use  is  made  of  the  funds  in  the  hands  of  the  receiver  ? 

14.  Why  is  the  extensive  issue  of  receivers'  certificates  opposed 
to  the  interest  of  the  bondholders  ? 

15.  What  is  meant  by  reorganization? 

16.  Why  are  committees  organized  to  realize  the  objects  of 
reorganization  ? 

17.  What  is  the  function  of  these  committees? 

18.  What  is  the  chief  aim  of  the  reorganization  plan? 

19.  Show  how  the  financial  plan  of  a  corporation  may  be 
simplified  in  reorganization? 

20.  How  is  the  receivership  terminated  ? 


CHAPTER  XV 

THE  FUTURE  OF  THE  BUSINESS  CORPORATION 

General  Retrospect 

In  the  preceding  chapters  the  essential  principles  of 
modern  business  finance  have  been  analyzed.  Their 
significance  has  been  emphasized,  not  merely  from  the 
viewpoint  of  the  financial  management  of  an  industrial 
unit,  but  also  of  the  investors  in  business  and,  wherever 
possible,  from  the  viewpoint  of  the  consuming  public  at 
large.  In  the  final  analysis,  production  is  carried  on  for 
the  ultimate  gratification  of  human  desires.  To  the  ex- 
tent that  our  industrial  system  is  economically  organized 
and  efficiently  managed,  it  will  make  possible  increased 
production.  Furthermore,  since  capital,  evaluated  in 
terms  of  industrial  investments,  plays  such  an  important 
role  in  our  modern  industrial  organization,  sound  prin- 
ciples of  utilizing  capital  funds  in  developing  and  operat- 
ing business  units  must  be  applied  if  maximum  production 
at  minimum  costs  is  to  be  achieved. 

The  business  corporation  is  to-day  the  primary  indus- 
trial unit  in  our  business  world.  Because  of  its  impor- 
tance, the  essentials  of  business  finance  have  been  sur- 
veyed primarily  with  reference  to  the  corporation, 
although  many  of  the  underlying  principles  of  business 
finance,  as  for  instance,  those  pertaining  to  working 
capital,  budgeting,  sales  policies,  inventories,  deprecia- 
tion, and  maintenance  are  equally  applicable  to  all  forms 
of  business  organization.     In  an  elementary  treatise  such 
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as  this,  it  is  impossible  to  touch  upon  all  the  ramifications 
and  complexities  of  modern  business  finance.  The  stu- 
dent who  has  obtained  a  general  insight  into  the  rudi- 
ments of  the  financial  management  of  modern  industry 
can  find  ample  material  with  which  to  supplement  and 
enlarge  upon  his  knowledge  of  the  subject.^ 

Increased  Diffusion  of  Ownership  of  Corporate  Securities 

In  recent  years,  the  tendency  in  the  direction  of  in- 
creasing diffusion  in  the  ownership  of  the  securities  of 
business  corporations,  both  stocks  and  bonds,  has  at- 
tracted considerable  attention.  Ever  larger  numbers 
are  becoming  owners  of  such  securities.  David  F.  Hous- 
ton, ex-Secretary  of  the  Treasury  and  president  of  the 
Bell  Telephone  Securities  Company,  in  a  recent  article,^ 
cites  a  number  of  interesting  illustrations  of  the  increas- 
ing diffusion  of  corporate  ownership  during  the  past  two 
or  three  decades.  In  1890,  for  example,  the  stockholders 
of  thirty-three  railroads,  not  including  several  of  the 
largest,  numbered  81,252.  The  value  of  the  average  hold- 
ing of  these  stockholders  was  $17,087.  In  1923,  the  num- 
ber of  owners  had  increased  to  approximately  602,000. 
At  the  close  of  1923,  according  to  the  Interstate  Com- 
merce Commission,  the  owners  of  Class  1  American  rail- 
roads (those  whose  yearly  operating  revenue  exceeded 
$1,000,000)  numbered  approximately  800,000  and  the 
average  holding,  $9,319. 

In  1875,  the  "Western  Union  Telegraph  Company  had 
1,382  stockholders,  while  in  1923,  the  number  of  owners 
had  increased  to  26,276.     In  1900,  the  stockholders  of 

1  Such  recent  works  as  Financial  Organization  and  Management, 
by  C.  W.  Gerstenberg,  Applied  Business  Finance,  by  E.  E.  Lincoln, 
and  The  Financial  Policy  of  Corporations,  by  A.  S.  Dewing,  contain 
a  vast  amount  of  valuable  detailed  analysis  of  modern  business 
organization  and  finance. 

2  The  World's  Woric,  January,  1925,  pp.  273jf. 
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the  American  Telephone  and  Telegraph  Company  num- 
bered 7,535.  By  the  end  of  1924,  on  the  other  hand,  the 
number  had  increased  to  345,566.  ''The  persons  who 
own  telephone  stock,"  says  Paul  Willard  Garrett,^  "are 
not  all  bankers.  Many  are  people  who  have  never  ana- 
lyzed a  balance  sheet,  but  who  are  interested  to  hear 
the  story  of  the  system's  romantic  growth,  so  long  as  it 
is  presented  to  them  in  non-technical  terms.  This  is 
precisely  what  the  various  handbooks  now  coming  into 
use  undertake  to  do." 

It  has  been  estimated  that,  in  1924,  there  were  over 
2,000,000  stock  and  bondholders  of  public  utilities  in  the 
United  States.  "This  movement  toward  democratiza- 
tion of  industry  through  popular  ownership  is  in  its  in- 
fancy. In  the  large  it  has  developed  almost  in  a  dec- 
ade."* It  has  been  dictated  by  the  recognition  of  the 
fact,  on  the  part  of  our  financial  managers,  that  such 
diffusion  of  ownership  contributes  to  a  sound  financial 
structure  and  greater  ease  in  securing  funds. 

"So  far  as  can  be  seen,  there  is  no  limit  in  America 
to  this  development  of  wide  spread  or  popular  ownership. 
Corporate  business  will  grow  in  size.  The  number  of 
corporations  will  increase.  The  policy  of  inviting  more 
general  ownership  will  doubtless  persist  and  grow. ' '  ° 

The  large  number  of  corporate  securities  outstanding 
is  well  reflected  in  the  value  of  stocks  and  bonds  listed  on 
the  New  York  Stock  Exchange.  On  January  1,  1925, 
the  listed  securities  on  the  New  York  Stock  Exchange 
had  an  aggregate  value  of  $60,669,206,778,  of  which  value 
$35,445,534,672  represented  the  par  value  of  the  bonds 
with  a  market  value  of  $33,599,231,396,  and  $27,069,975,- 
482,   the   market   value   of   the   stocks.     The   stocks   were 

^Philadelphia  Public  Ledger,  April  28,  1925. 

4D.  F.  Houston,  The  World's  Worlc,  January,  1925,  p.  274. 

n  Ibid.,  p.  279. 
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represented  by  no  less  than  424,112,950  shares  of  Ameri- 
can industries  and  railroads  and  9,180,563  shares  of 
foreign  railroads  and  industrial  enterprises.  These  fig- 
ures serve  as  a  further  indication  of  the  huge  number 
of  individual  units  of  ownership  which  represent  the 
invested  capital  in  industrial  enterprise. 

Reasons  for  Increased  Diffusion  of  Ownership 

How  are  we  to  account  for  the  constantly  increasing 
number  of  investors  in  corporate  securities?  Many  ex- 
planations have  been  given  from  time  to  time,  most 
plausible  among  which  are : 

1.  The  general  prosperity  of  the  country  has  made 
possible  the  acquisition  of  property  on  the  part  of  every 
ambitious  thrifty  American. 

2.  The  small  units  into  which  the  capital  stock  of 
corporations  is  divided  has  attracted  very  small  invest- 
ments. 

3.  Social  compulsion  during  the  Great  "War  induced 
many  persons  to  invest  in  government  bonds  who  had 
never  previously  cultivated  the  habit  of  thrift  and  in- 
vestment. This  habit  has  persisted,  as  is  reflected  in 
ever  wider  diffusion  of  ownership. 

4.  The  stimulus  of  wealth,  displayed  by  others,  has 
encouraged  persons  of  moderate  means  to  practice  thrift 
with  a  view  to  raising  their  material  standards  of  living 
by  acquiring  property. 

5.  The  large  war  and  postwar  profits  of  corporations 
have  induced  many  a  small  investor  to  place  his  funds  in 
corporate  securities  with  a  view  to  realizing  profits. 

6.  The  high  surtaxes  on  large  incomes  and  the  possi- 
bility of  investing  these  incomes  in  tax  exempt  securi- 
ties has  necessitated  an  appeal  for  funds  for  industrial 
capital  to  be  made  to  persons  of  moderate  and  limited 
means. 
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7.  Sounder  methods  of  business  finance  employed  in 
the  average  industrial  enterprise  have  developed  an  ele- 
ment of  stability  and  security  which  has  aided  in  attract- 
ing small  investments. 

8.  Governmental  regulation  and  supervision  of  the 
financial  activities  of  industrial  enterprises  has  added  a 
further  element  of  safety  to  investments  in  corporate 
securities. 

Employee  and  Customer  Ownership 

Another  significant  tendency  has  manifested  itself  in 
recent  years  in  the  ownership  of  corporate  securities. 
Not  only  has  the  number  of  stockholders  and  bondholders 
as  well  as  the  outstanding  shares  increased  enormously, 
but  even  more  important  is  the  type  of  ownership.  A 
constantly  increasing  number  of  industries  are  advocating 
and  encouraging  employee  and  customer  ownership  of 
its  securities.  At  present  over  65,000  employees  of  the 
Bell  Telephone  System  are  stockholders  of  record  in  the 
company.  Over  $200,000,000  of  preferred  stock  of  pub- 
lic utility  companies  is  said  to  have  been  sold  to  cus- 
tomers and  employees  during  the  year  1923. 

In  1922,  the  trustees  of  the  Consolidated  Gas  Company 
decided  upon  an  issue  of  $15,000,000,  aggregate  par 
value,  participating  preferred  stock,  for  sale  only  to  em- 
ployees and  customers  of  the  company  and  its  affiliates. 
At  that  time,  the  company  had  about  12,173  stockholders, 
with  average  holdings  in  common  stock  of  about  205 
shares.  At  the  beginning  of  1925,  on  the  other  hand, 
employees  to  the  number  of  11,345  and  consumers  num- 
bering 25,844,  or  an  aggregate  of  37,189  owned  the  pre- 
ferred stock,  while  the  common  stock  was  held  by  about 
24,000  shareholders. 

Even  more  striking  is  the  recent  plan  in  employee 
ownership  developed  by  the  New  York  Central  Railroad 
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Lines.  Thirty-five  thousand  shares  of  stock  were  offered 
to  the  employees  at  $110  per  share.  The  market  price 
per  share  at  the  time  was  slightly  over  $120.  Each  em- 
ployee could  subscribe  for  one  share  for  every  $200  of 
his  annual  pay,  but  the  aggregate  of  his  subscriptions 
was  limited  to  20  shares.  Payment  for  the  stock  was 
made  by  deductions  from  the  monthly  pay  roll,  ranging 
from  five  to  fifteen  dollars  at  the  election  of  the  sub- 
scriber. In  the  course  of  three  weeks,  from  January  7 
to  February  1,  1925,  subscriptions  were  received  from 
41,500  employes  for  about  97,000  shares.  In  making  its 
allotments,  the  company  gave  preference  to  the  small 
subscriber.  For  instance,  the  company  filled  subscrip- 
tions for  one  and  two  shares  but  a  man  who  subscribed 
for  twenty  shares  was  allotted  only  six  shares. 

There  are  about  160,000  employees  of  the  New  York 
Central  Lines,  and  of  this  number  one  out  of  every  four 
became  a  subscriber  to  the  stock  in  the  company  in  less 
than  a  month's  time. 

Restrictions  Placed  on  Employee  and  Customer  Stock 

Many  industrial  enterprises,  public  utilities  and  bank- 
ing institutions  have  sold  their  shares  to  their  employees 
and  customers  on  favorable  terms  without  placing  any 
restrictions  on  the  resale  or  transfer  of  such  stock. 
Other  companies,  on  the  other  hand,  have  extended 
the  privilege  of  favored  subscription  to  employees  and 
customers  with  specific  restrictions.  In  the  case  of 
the  Consolidated  Gas  Company,  for  instance,  no  em- 
ployee or  customer  is  permitted  to  acquire  and  own 
more  than  twenty  preferred  shares,  each  of  a  par  value 
of  $50.00.  Furthermore,  no  employee  or  consumer, 
owning  shares  of  this  stock  is  permitted  to  sell  or  trans- 
fer them,  except  to  some  other  employee  or  customer, 
not    already    owning   twenty   shares.      These   provisions 
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are  made  to  prevent  too  large  a  concentration  of  owner- 
ship of  stock,  and  to  keep  ttie  shares  in  the  possession 
of  those  actively  connected  with  the  business.  At  times 
companies  will  issue  shares  of  stock  to  the  employees  on 
favorable  terms,  but  no  voting  power  will  be  attached  to 
the  ownership  of  these  shares.  The  holders  have  a  pro 
rata  claim  on  dividends,  when  duly  declared,  but  have 
no  voice  in  the  financial  management  of  the  business. 

The  Philadelphia  Rapid  Transit  Company,  on  the  other 
hand,  has  organized  the  voice  of  its  employee  stock- 
holders by  having  the  vote  exercised  by  an  employees' 
association.  This  association  elects  one  of  the  employees 
every  year  to  serve  as  a  member  of  the  board  of  directors 
of  the  company.  The  experiment  of  the  Philadelphia 
Rapid  Transit  Company  is  being  carefully  watched  by 
financial  and  business  managers  throughout  the  country. 

Significance  of  Employee  and  Customer  Ownership 

The  social  and  economic  significance  of  employee  own- 
ership cannot  be  overemphasized.  In  the  first  place,  it 
develops  a  spirit  of  cooperation  between  labor  and  cap- 
ital, which  is  essential  to  the  success  of  any  industrial 
venture.  It  serves  as  a  powerful  antidote  against  agi- 
tators who  are  constantly  fomenting  antagonism  between 
capital  and  labor.  Second,  it  arouses  the  interest  of  the 
employee  in  the  success  of  the  industry  of  which  he  is 
part  owner.  It  will  cause  him  to  be  more  considerate 
in  the  use  of  his  property  and  encourage  greater  effi- 
ciency. Third,  it  makes  the  employee  an  OAvner  of  prop- 
erty— a  "capitalist."  Fourth,  it  aids  to  secure  economic 
independence  for  the  employee,  when  his  productivity 
ceases,  by  realizing  an  income  on  his  securities.  Fifth, 
it  may  give  the  employee  a  voice  in  the  management  of 
the  business,  by  being  elected  a  member  of  the  board  of 
directors  by  his  fellow  workers.     Sixth,   it   emphasizes 
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the  importance  of  a  thorough  understanding  of  the  nature 
and  organization  of  the  company  on  the  part  of  the  em- 
ployee. Seventh,  it  mitigates  against  inefficiency  of 
employees  and  diminishes  labor  turnover  in  industry. 
In  consequence,  industrial  waste  is  decreased,  and  greater 
stability  to  business  activity  is  promoted. 

It  has  been  estimated  that,  in  our  industries,  preventable  in- 
efficiency of  labor  and  the  breakage  of  materials  represent  an 
average  of  between  twenty-five  and  fifty  per  cent  of  the  produc- 
tion cost.  A  very  small  percentage  of  normal  labor  costs,  used 
wisely  by  a  modern  personnel  administration,  will  transform  an 
entire  force  of  slow  or  discontented  workers  into  an  equal  num- 
ber of  enthusiastic  "partners"  among  whom  the  service  of  allies 
will  be  substituted  for  service  of  employees — the  former  giving 
as  much  as  possible;  the  latter,  often,  as  little  as  possible.^ 

For  these  reasons,  the  importance  of  employee  owner- 
ship cannot  be  overstressed.  It  is  one  of  the  best,  if  not 
the  best,  remedy  for  industrial  unrest  and  labor  difficul- 
ties. Very  few  social  reformers  appear  to  be  conscious 
of  the  revolution  going  on  in  industry  to-day.  As  T.  N. 
Carver  has  aptly  expressed  it,  **The  world  quietly  turns 
over  while  the  professional  reformers  are  barking  at  the 
moon."  Employee  ownership  is  rapidly  progressing  in 
the  United  States  and  will  undoubtedly  continue  with  the 
increasing  prosperity  of  the  working  classes. 

The  benefits  of  customer  ownership  may  be  briefly 
summarized  as  follows: 

1.  It  affords  a  means  of  obtaining  a  portion  of  the 
industrial  capital  at  a  relatively  low  cost  to  the  industry 
disposing  of  its  securities  direct  to  its  customers. 

2.  It  strengthens  the  credit  position  of  the  company 
by  creating  an  element  of  good  will. 

6  Arthur  Williams,  Proceedings  of  the  American  Academy  of  Politi- 
cal Science,  April,  1925,  p.  11. 
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3.  It  tends  to  stabilize  the  market  values  of  the  se- 
curities by  giving  them  the  widest  possible  range  of 
distribution, 

4.  It  encourages  thrift  and  develops  a  community 
spirit. 

5.  Both  employee  and  customer  ownership  offer  a 
compelling  reply  to  the  agitation  for  municipal  or  state 
ownership,  particularly  of  those  enterprises  which  serve 
a  fundamental  public  need. 

Despite  all  the  advantages  which  may  be  cited  in  favor 
of  employee  and  customer  ownership,  we  should  not  lose 
sight  of  the  essential  difference  between  diffusion  of 
ownership  and  diffusion  of  control.  The  fact  that  Ameri- 
can corporation  securities  are  owned  by  over  14,000,000 
investors  is  of  minor  importance,  so  long  as  the  con- 
trol of  the  property  which  these  securities  represent 
rests  with  a  relatively  small  group  of  individuals. 
Control,  and  not  ownership,  constitutes  the  source  of 
power  to  do  either  right  or  wrong,  and  unless  those  who 
own  industry  are  vigilant  and  alert,  the  property  which 
they  own  may  slip  from  their  fingers  ere  they  are 
fully  aware  of  it,  because  of  the  machinations  and  short- 
comings of  those  who  control  it.  The  increasing  diffusion 
of  ownership  of  corporate  securities,  not  merely  among 
employees  and  customers,  but  also  among  the  small  in- 
vestors, emphasizes  the  importance  of  a  wider  knowl- 
edge of  the  financial  organization  and  management 
of  modern  business  units.  Without  such  knowledge 
the  investors  in  corporate  securities,  no  matter  how 
many  million  there  may  be,  will  continue  at  the  mercy 
of  those  who  control  the  vast  accumulations  of  capital. 
Business  finance  is,  therefore,  not  merely  a  subject  worthy 
of  study  on  the  part  of  the  promoter  and  manager  of 
modern  business  units,  but  a  knowledge  of  the  subject  is 
also  essential  to  every  investor  in  corporate  securities. 
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Federal  Incorporation  and  Licensing  of  Business  Cor- 
porations 

The  gross  lack  of  uniformity  in  the  corporation  laws 
of  the  separate  states  has  frequently  raised  the  question 
of  the  advisability  of  Federal  incorporation  of  our  large 
industrial  enterprises,  whose  activities  are  interstate 
rather  than  intrastate.  Uniformity  in  laws  regulating 
the  capitalization,  financial  management,  rights  of  offi- 
cers and  stockholders,  reports  and  accounts  of  companies 
are  very  desirable.  To  the  extent  that  such  pro- 
posed Federal  incorporation  laws  cannot  be  made 
retroactive,  existing  corporations  might  be  required  to 
obtain  a  Federal  license.  As  a  condition  to  obtaining 
such  licenses,  they  might  be  required  to  file  annual  re- 
ports, keep  uniform  accounts,  and  comply  with  the  gene- 
ral rules  adopted  for  Federal  corporations. 

**The  chief  reason  for  urging  Federal  incorporation  as 
a  further  remedy  for  the  evils  charged  against  trusts," 
says  Henry  E.  Seager,  "is  the  conviction  that  many  of 
these  evils  are  directly  traceable  to  defects  in  our  too 
liberal  corporation  laws.  Only  through  Federal  authority 
can  a  uniform  corporation  law,  containing  adequate  safe- 
guards against  fraudulent  promotion,  overcapitalization, 
betrayal  of  trust  by  directors  and  other  officers,  etc.,  be 
imposed  upon  all  interstate  commerce  corporate  enter- 
prises."'^ 

The  main  objection  to  Federal  licensing  and  incorporat- 
ing of  our  large  business  enterprises  is  the  fear  of  too 
much  centralization  of  power  in  the  Federal  government. 
The  American  scheme  of  government  vests  definite  rights 
in  the  separate  state  governments,  and  states  are  loath  to 
concede  their  rights  to  Congress.  Since  many  of  our  large 
business  corporations  extend  their  field  of  business  opera- 

7  H.  E.  Seager,  Practical  Frohlems  in  Economics,  p.  498. 
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tions  beyond  the  borders  of  a  single  state,  the  policy  of 
Federal  incorporation  would  increase  the  powers  of  Con- 
gress and,  at  the  same  time,  materially  reduce  the  powers 
of  the  several  states.  For  this  reason,  it  is  doubtful 
whether  the  states  would  accede  to  a  plan  of  Federal 
incorporation  without  an  extended  contest. 

Public  Ownership  and  Control  of  Industry 

Those  who  are  dissatisfied  with  the  results  achieved 
by  private  ownership  and  management  of  our  basic  in- 
dustries— railroads,  public  utilities  and  mines — have  been 
advocating  public  ownership  and  control  of  these  funda- 
mental industries. 

The  proponents  of  public  ownership  advance  the  fol- 
lowing arguments  in  favor  of  their  contention.  In  the 
first  place,  private  industry  is  operated  primarily  for 
profit,  and  in  the  search  for  profits,  public  interest  is  fre- 
quently sacrificed  by  those  who  control  private  industry. 
Public  enterprise  would  consider  service  first,  and  prof- 
its would  be  a  secondary  consideration.  Second,  the  ad- 
vocates of  public  ownership  contend  that  wastefulness 
of  natural  resources  would  be  diminished,  and  our  re- 
sources would  be  conserved  in  the  interest  of  public 
welfare.  Third,  monopoly  profits  would  not  be  exacted 
under  government  ownership  but  just  and  reasonable 
prices  would  be  established.  Fourth,  public  credit  is 
better  than  private  credit.  Consequently,  funds  for  pub- 
lic enterprises  could  be  borrowed  at  lower  interest  rates, 
than  private  funds.  Fifth,  directors  and  managers 
of  public  enterprises  would  be  appointed  on  the 
merit  system.  The  honor  and  distinction  of  public 
office  would  largely  serve  as  reward,  rather  than  pe- 
cuniary gain.  Sixth,  the  corrupting  influence  of  un- 
scrupulous corporate  management  would  be  removed 
from   politics.     Finally,   extravagance   and  wastefulness 
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in  management  and  operation  would  be  diminished  under 
public  ownership. 

The  validity  of  the  foregoing  contentions  is  refuted 
by  the  supporters  of  our  present  industrial  system.  They 
point  to  the  great  accomplishments  and  results  at- 
tained under  our  system  of  private  ownership  of 
industry.  They  point  to  the  increasing  diffusion  of 
ownership  of  industry,  as  indicative  of  real  democratiza- 
tion, as  distinguished  from  public  ownership.  Further- 
more, they  contend  that  private  ownership  is  more  pro- 
gressive than  public  management.  Again,  they  argue 
that  adequate  legal  regulation  of  private  enterprise  can 
be  secured  when  the  community  wants  it.  Most  im- 
portant of  all,  however,  is  the  contention  that  without 
the  stimulus  of  private  gain  or  profits,  the  incentive  to 
develop  industry  would  be  destroyed,  and  initiative  would 
cease.  They  call  attention  to  the  failure  of  manj'  muni- 
cipal enterprises  and  experiments  in  public  ownership 
and  control. 

A  pamphlet  recently  published  entitled  *' Public  Utility 
Points"  contains  the  following  interesting  statistics: 
''A  total  of  over  666  municipal  plants  have  been  aban- 
doned, the  great  majority  during  the  past  ten  years.  The 
average  rate  charged  by  all  municipal  plants  is  more 
than  twice  as  high  as  the  average  rate  of  all  companies 
reported  by  the  census.  The  inefficiency  of  governmental 
ownership  is,  furthermore,  shown  by  the  fact  that  muni- 
cipal plants  hired  10.3  per  cent  of  all  the  electric  light 
and  power  employees  in  the  United  States,  and  bought 
10.3  per  cent  of  all  the  fuels  used  in  generating  electricity, 
but  produced  only  4  per  cent  of  the  electricity  sold  in  the 
country,  according  to  the  United  States  Census." 

Finally,  it  is  argued  by  the  defenders  of  our  system 
of  private  enterprise,  that  public  office  does  not  neces- 
sarily arouse  the  worker  to  greater  productivity.    "Those 
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who  naively  imagine  that  every  worker  on  publicly  owned 
property  feels  that  he  is  working  for  himself,  should 
take  the  trouble  to  observe  the  intense  interest  that  the 
men  who  are  employed  on  our  public  streets  or  the 
men  who  work  in  the  City  Hall  of  any  city  take  in 
their  work.  If  the  latter  really  felt  that  the  City  Hall 
was  theirs — which  they  obviously  do  not — the  chances 
are  that  they  would  not  work  as  well  as  they  do  now, 
but  as  a  matter  of  fact,  they  feel  no  sense  of  proprietor- 
ship at  all.  There  is  no  reason  to  think  that  they  would 
feel  differently  if  they  worked  for  a  publicly  owned 
railroad  or  street  car  company."^ 

Neither  private  o-'^nership  nor  public  ownership  will 
necessarily  produce  the  best  results  at  the  lowest  costs, 
unless  a  spirit  of  cooperation  for  mutual  gain  and  mutual 
benefit  permeates  industry.  With  increased  diffusion  of 
ownership  of  industries  among  ever  larger  groups  of 
workers,  the  interests  of  labor  and  of  capital  will  become 
reconciled,  and  both  industrial  classes  will  blend  into  one. 
This  result  is  being  achieved  gradually  with  the  modern 
evolution  in  industry,  which  is  manifesting  itself  in  em- 
ployee representation  in  management  and  control  of  busi- 
ness enterprise,  and  in  a  clearer  understanding  of  the 
social  significance  of  our  present  industrial  system  on  the 
part  of  those  who  are  charged  with  the  financial  and 
personnel  management  of  modern  industrial  activity. 

Summary 

Because  of  the  importance  of  the  business  corporation 
in  our  present  industrial  system,  the  principles  of  business 
finance,  described  in  the  preceding  chapters,  pertain 
primarily  to  this  form  of  industrial  organization.  In 
recent  years,  the  ownership  of  business  corporations  has 

8  Cf.  T.  N.  Carver,  Proceedings  of  the  American  Academy  of  Foliti- 
cal  Science,  April,  1925,  p.  43. 
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been  diffused  among  constantly  increasing  numbers  of 
stockholders.  The  reasons  for  the  increased  diffusion  of 
ownership  of  corporate  securities  are:  (1)  the  increased 
general  prosperity  of  the  people  of  the  United  States, 
(2)  the  small  units  of  ownership,  (3)  influence  of  war 
financing,  (4)  emulation  and  ostentation,  (5)  possibility 
of  larger  profits,  (6)  governmental  regulation,  intended 
to  protect  the  investor,  (7)  sounder  business  finance,  (8) 
appeal  for  funds  to  small  investors  because  of  the  possi- 
bility of  investing  large  incomes  in  securities  which  are 
wholly  or  partially  exempt  from  taxation. 

Employee  and  customer  ownership  of  corporate  se- 
curities has  likewise  developed  in  recent  years.  Shares 
issued  on  favorable  terms  to  employees  sometimes  have 
definite  restrictions  attached,  such  as  no  voting  power, 
or  limitations  on  sale.  Employee  ownership  is  sign.rcant 
because,  (1)  it  develops  a  spirit  of  cooperation  between 
employer  and  employee,  (2)  it  arouses  the  employees' 
interest  in  the  business,  (3)  it  makes  the  employee  a 
"capitalist,"  (4)  it  secures  economic  independence  for 
the  employee,  (5)  it  may  give  the  employee  a  voice  in 
management,  (6)  it  emphasizes  the  importance  of  a 
knowledge  of  corporate  organization  and  management, 
(7)  it  mitigates  against  labor  inefficiency  and  decreases 
labor  turnover. 

The  benefits  of  customer  ownership  are:  (1)  it  tends 
to  lower  costs  of  raising  capital  funds,  (2)  it  creates 
good  will,  (3)  it  stabilizes  markets  by  increasing  the 
range  of  distribution  of  shares,  (4)  it  encourages  thrift, 
(5)  it  is  an  antidote  to  municipal  ownership. 

More  important  than  the  wide  diffusion  of  ownership  of 
corporate  securities  is  the  matter  of  corporate  control. 
Unless  corporations  are  ably  managed,  investors  will 
lose  their  savings  invested  in  corporate  securities.  A 
general  knowledge  of  the  underlying  principles  of  busi- 
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ness   finance   is,   therefore,   of  importance   to   every   in- 
vestor in  corporate  stocks  and  bonds. 

Because  of  the  lack  of  uniformity  in  the  corporation 
laws  of  the  several  states,  Federal  incorporation  laws 
have  been  urged.  These  are  objected  to  on  the  ground 
that  they  will  give  too  much  power  to  the  central  govern- 
ment and  detract  from  the  rights  and  privileges  of  the 
individual  states.  Those  who  are  out  of  sympathy  with 
private  ownership  of  our  basic  industries  have  advocated 
public  ownership  and  control  in  its  stead.  They  contend 
that  public  control  would  (1)  place  service  above  profits; 
(2)  eliminate  wastefulness  and  conserve  natural  re- 
sources; (3)  eliminate  monopoly  profits;  (4)  increase  effi- 
ciency in  production;  and  (5)  make  possible  obtaining 
funds  on  more  favorable  terms  than  in  privately  owned 
induilLry.  To  these  contentions,  the  supporters  of  our 
present  industrial  system  answer  (1)  our  system  has  pro- 
duced results;  (2)  public  ownership  has  not  resulted  in 
greater  efficiency;  (3)  governmental  regulation  of  private 
industry  is  adequate;  and  (4)  democratization  is  being 
achieved  in  industry,  as  is  evidenced  by  the  constantly 
increasing  diffusion  of  ownership  of  corporate  securities. 
However,  neither  public  nor  private  ownership  of  industry 
will  achieve  the  best  results  unless  a  genuine  spirit  of 
cooperation  permeates  all  those  who  are  engaged  in 
industrial  activity. 

Guide  Questions 

1.  What  significance  do  you  attach  to  the  diffusion  of  owner- 
ship of  corporate  securities? 

2.  To  -what  extent  has  diffusion  of  o-vraership  increased  in 
recent  j'ears? 

3.  What  reasons  are  there  for  the  increasing  number  of  in- 
vestors in  corporate  securities? 

4.  Outline  the  employee  ownership  plans  developed  in  recent 
years. 
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5.  Wtat  restrictions  are  at  times  placed  on  employee  and 
customer  stock? 

6.  What  is  the  significance  of  increasing  employee  ownership 
in  industry? 

7.  Enumerate  the  benefits  of  customer  ownersliip  of  corpo- 
rate securities. 

8.  What  arguments  may  be  advanced  in  favor  of  Federal  in- 
corporation and  licensing  of  business  corporations? 

9.  What  are  the  objections  to  Federal  incorporation  of  busi- 
ness enterprises? 

10.  "If  private  industry  under  public  regulation  fails,  public 
ownership  and  operation  is  inevitable."    Do  you  agree? 

11.  What  are  the   arguments   advanced  by  the  advocates  of 
public  ownership  and  management  of  our  basic  industries? 

12.  What  are  the  objections  to  public  ownership? 

13.  How  may  the  best  results  be  attained  in  our  industrial 
system  ? 
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Absentee  ownership,  significance 
of,  233/. 

"Acts  of  God,"  258. 

Adequate  working  capital,  146; 
significance  of,  147. 

Adjustment  bureaus,  services  of, 
264. 

Advantages  of  corporation,  38;^; 
of  partnership,  36/. 

Advertising  in  the  United  States, 
extent  of,  212. 

Agents  of  production,  1. 

American  Bakery  Company  of  St. 
Louis,  Combination,  215. 

American  Shipbuilding  Company, 
net  income,  171/. 

American  Stores  Company,  ef- 
fects of  stock  dividend 
declaration,  198. 

American  Sugar  Eefining  Com- 
pany, 240;  dividend  record, 
174;   expansion,  214. 

American  Telephone  and  Tele- 
graph Company,  39,  40 ;  con- 
trol of,  233 ;  ownership  of, 
281. 

American  Tobacco  Company, 
court  decision  as  to,  241; 
scrip  dividend,  177. 

American  Woolen  Company,  divi- 
dend payments,  180. 

Anglo-French  Loan  of  1915,  ex- 
tent of  participation  in,  121. 

Annalist,  The,  228. 

Applied  Business  Finance,  cited, 
264,  280. 

Appraisal  companies,  services  of, 
158. 


Assets,  defined,  190;  methods  of 
using  to  capacity,  154. 

Associated  Gas  and  Electric  Com- 
pany, classes  of  stock,  81. 

Atchison  and  Topeka  Eailroad, 
reorganization,  273. 

Atlantic  Monthly,  cited,  212. 

Atlantic  Eefining  Company,  omis- 
sion of  dividends,  178;  stock 
dividend,  205. 

Atlas  Construction  Company, 
illustration,  220. 

Attorney-general  of  New  York, 
decision,  238. 

Attorney-general  of  the  United 
States,  statistics  on  bank- 
ruptcies, 264. 


Babson,  228. 

Baldwin  Locomotive  Works,  divi- 
dends, 180. 

Baltimore  and  Ohio  Eailroad,  re- 
organization, 272. 

Bank  deposits,  defined,  136;  na- 
ture of,  136. 

Bankruptcy,  262 ;  procedure  in, 
262/.;  voluntary,  262. 

Barter,  defined,  18;  drawbacks 
to,  18. 

"Bear"  market,  defined,  42. 

Bell  Telephone  Securities  Com- 
pany, 280. 

Bell  Telephone  System,  stock- 
holders, 283. 

Betterment  charges,  155;  capital- 
izing, 156;  financed  out  of 
earnings,  156. 
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Betterments,  financing  of,  156; 
nature  of,  156. 

Bigelow-Hartford  Carpet  Com- 
pany, balance  sheet,  191. 

"Blue  Sky"  laws,  126,  248; 
general  provisions  of,  126. 

Bonds,  24,  92/.;  adjustment 
mortgage,  99 ;  consolidated 
mortgage,  99;  coupon,  95; 
debentures,  98;  defined,  93; 
form  of,  93;  general  mort- 
gage, 99;  income,  98;  offer- 
ings of,  92;  prior  lien,  99; 
provisions  of,  93;  refunding, 
99;  registered,  95;  serial, 
101. 

Book  value  of  building  and  loan 
shares,  27. 

Borrowing,  102/.;  extent  of,  103; 
types  of  concerns  that  can, 
103. 

Borrowing  funds,  90/.;  reasons 
for,  90;  to  pay  dividends, 
136. 

Boston  and  Maine  Eailroad,  de- 
preciation of  road,  164. 

Boulton,  Matthew,  the  organizer, 
11. 

Bradstreet,  228;  on  business  fail- 
ures, 259. 

Broad  Top  Light  and  Power 
Company,  63. 

Brookmire,  228. 

Budget  Control,  184. 

Budget.     See   Financial  Budget. 

Building  and  Loan  Societies, 
26/.;  defined,  26;  develop- 
ment of,  26;  earnings  of, 
27;  loans  by,  28;  operation 
of,  26/.;  sources  of  profits 
of,  29;  supervision  of,  29. 

"Bull"  market,  defined,  42. 
"BunTc"  social  satire,  12. 

Business  activity,  1. 

Business  combinations,  213/.; 
types  of,  213/. 


Business   conditions,   informatipn 

concerning,  227. 
Business  corporations,  federal  li- 
censing  of,   288;    future   of, 
279;     unfair     practices     of, 
234/. 
Business  costs,  2. 
Business    cycle,    44,    145,    223/.; 
and      financing      expansions, 
223;  characteristics  of  stages 
in,  223;  stages  of,  223. 
Business,     defined,     1;     starting 

new,  15/. 
Business   dollar,    distribution   of, 

2. 
Business  enterprise,  nature  of,  1 ; 
new,    5,     reorganization    of, 
252. 
Business  enterpriser,  function  of, 

4. 
Business  expansion,  211/.;  amount 
of  funds  needed  for,  216/.; 
causes  of,  211;  financing  of, 
211;  methods  of  financing, 
218. 
Business   finance,   importance   of, 

287. 
Business    income,     152/.;    deter- 
mination of,  152;  sources  of, 
152;   statement  of,  166. 
Business  men,  1. 
Business  opportunities,  7. 
Business    organizer ;    characteris- 
tics of,  10;   illustrations  of, 
10. 
Business  trust,  44/.,  236;  advan- 
tages   of,    over    corporation, 
45;  as  means  of  tax  evasion, 
47;  future  of,  48;  objections 
to,  47/.;  organization  of,  45; 
reasons  for  development   of, 
47. 
Buying  on  margin,  31. 
By-laws    of    corporations,    65/.; 
provisions  of,  65/. 
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Capital  account,  148. 

Capital  goods,  defined,  20. 

Capital  investments,  defined,  102. 

Capitalization  of  corporation, 
73/.;  twofold,  use  of  term, 
73A 

Capitalizing  surplus,  195. 

Capital  stock,  73/.;  assumed 
value  of,  74;  authorized,  62; 
defined,  73 ;  minimum  valua- 
tion of.  New  York  State,  74; 
nature  of,  73;  no  par  value, 
75. 

Carnegie,  Andrew,  154,  226. 

Carver,  T.  N.,  quoted,  286,  291. 

Cash,  134/.;  fund,  135;  reservoir, 
135. 

Certificate  of  Incorporation,  64. 

Certification  of  paid-in  capital,  62. 

Cheeks,  136,  137. 

Choice  of  state  in  which  to  in- 
corporate, 55/. 

Circuit  court,  opinion,  239». 

Class  1,  American  railroads,  stock 
ownership  of,  280. 

Clayton  Act,  238. 

Combinations.  See  Business  com- 
binations. 

Commercial  and  Financial  Chron- 
icle, 105;  bond  offering,  92. 

Commercial  banking,  135/.,  137, 
146;  principles  of,  137. 

Commercial  banks,  135/.;  credit, 
136;  deposits,  136;  failures, 
141 ;  ideal  loans  of,  140 ; 
loans  made  by,  142;  self- 
liquidating  loans  of,  140;  as 
sources  of  working  capital, 
135. 

Commercial  loans,  defined,  102. 

Committees,  formation  of,  269. 

Competition,  action  to  preserve, 
237;  ruinous,  256. 

Cono\\'ingo  Hydro-Electric  Power 
Project,  113. 


Consolidated  Gas  Company,  283, 
284;  employee  ownership  in, 
283. 

Constant  expenses,  153. 

Constitution  of  United  States, 
231. 

Consuming  public,  42,  147;  ad- 
vantages of  corporation  from 
viewpoint  of,  42. 

Continental  and  Commercial  Bank 
of  Chicago,  survey  of  busi- 
ness conditions,  228. 

Continental  Baking  Corporation, 
reasons  for  new  policy,  215. 

Continental  Clay  Company  of 
Canton,  Ohio,  mismanage- 
ment, 254. 

Control  of  industry  by  public, 
289;   significance  of,  287. 

Convertible  debenture  bonds, 
features  of,  98. 

Convertable  preferred  stock,  84/.; 
value  of  conversion  privilege, 
85. 

Cooperation,  16. 

Corporate  activity,  regulation  of, 
231/. 

Corporate  charter,  58/.;  filing 
application  for,  62 ;  grant- 
ing of,  64 ;  provisions  of, 
analyzed,  59/. 

Corporate  debts,  83. 

Corporate  earnings,  utilization  of, 
207. 

Corporate  income,  management 
of,  190. 

Corporate  power,  abuse  of,  70. 

Corporate  reorganization,  87. 

Corporate  seal,  65. 

Corporate  securities,  282/.;  cus- 
tomer ownership  of,  282 ; 
diffusion  of  o^^-nership  of, 
282 ;  employee  ownership  of, 
282;  OAvnership  of,  287; 
reasons  for  diffusion  of 
ownership  of,  282. 
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Corporate  surplus.     See  Surplus, 

Corporation,  38/.;  advantages  of, 
38/.;  as  public  creation,  70; 
defined,  38 ;  disadvantages 
of,  43;  financial  policy  of, 
206;  future  of,  279;  limited 
liability  in,  41 ;  organization 
diagram  of,  70;  ownership 
of,  38;  public  responsibility 
of,  69;  small  units  of  owner- 
ship of,  39;  unfair  practices 
of,  234. 

Corporation  Finance,  quoted,  104, 
163,  270. 

Corporation  Law  of  New  Jersey, 
revised,  239. 

Corporation  laws,  differences  in, 
56. 

Corporation  taxes,  46;  kinds  of, 
46;  returns,  148. 

Costs,  2;  of  incorporating  in 
Pennsylvania,  63. 

Credit,  4,  15;  defined,  4;  impor- 
tance of,  in  business,  15; 
rating  of  business  enter- 
prises, 144. 

Credit  instruments,  forms  of,  19. 

Creditor 's  Eealization  Agreement, 
261/. 

Crucible  steel,  effect  of  Maconiber 
decision,  202. 

Curiosity,  as  stimulus  to  starting 
new  enterprise,  6. 

Currency  inflation,  Germany,  5. 

Cumulative  preferred   stock,   82/. 

Cumulative  voting,  79/.;  illus- 
trated, 80. 

Current  assets,  133/.;  defined, 
133;  illustrated,  134. 

Current  liabilities,  133/.;  defined, 
133;  illustrated,  134. 

Current  ratio,  144,  145. 

Customer  o^wnership,  284/.;  bene- 
fits of,  286 ;  restrictions  to, 
284;   significance  of,  285. 


Debtor,  obligations  of,  under 
mortgage,  91. 

Departments  in  industry,  182. 

Deposits,  21/.;  increase  in,  22; 
in  savings  banks,  21. 

Depreciation,  153,  157/.;  causes 
of,  157,  163/.;  due  to  ob- 
solence,  163/.;  nature  of, 
157;  setting  up  reserves  for, 
159. 

Depreciation  reserves,  methods  of 
setting  up,  159;  contrasted 
with  sinking  funds,  162 ;  out 
of  earnings,  181 ;  significance 
of  adequate  reserves,  160. 

Division  of  labor,  15. 

Dun,  228;  on  business  failures, 
259. 

Dewing,  A.  S.,  280. 

Differences  in  corporation  laws 
of  states,  56. 

Diffusion  of  ownership  of  cor- 
porate securities,  reasons  for, 
281. 

Directors,  42,  61 ;  compensation 
of,  66;  for  first  year,  64; 
control  over  income,  170 ; 
management  by,  66;  number 
of  meetings  of,  67;  responsi- 
bility of,  69/. 

Direct  sales  of  securities,  objec- 
tions to,  117. 

Dividend  policy,  178/.;  financial 
budget  in  relation   to,   186/. 

Dividends,  35,  136,  171^^.;  adopt- 
ing a  policy,  178;  as  liabil- 
ity of  corporation,  172;  bor- 
ro^ving  funds  to  pay,  176; 
defined,  171;  notice  of  decla- 
ration of,  192;  omission  of, 
to  conserve  cash,  178;  pro- 
cedure in  declaring,  172; 
property,  175;  rates  of,  173; 
regular  and  "extra,"  175; 
scrip,  176. 

Division  of  surplus  account,  194/. 
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Dollar,    137/.;     as    standard    of 

value,  137;  defined,  137. 
Dreiser,  Theodore,  12. 


Earnings,  distribution  of,  170/.; 
reinvesting  of,  218. 

Eisner  v.  Macomber  case,  199. 

Elkins  Act  of  1903,  243. 

Employee  ownership,  extent  of, 
283/.;  restrictions  on,  284/.; 
significance  of,  285. 

Endicott-Johnson  Corporation, 
stock  dividend  declaration, 
198. 

Enterprises,  classified  according 
to  security  for  bond  issue, 
104. 

Equitable  Trust  Company  of 
New  York,  94. 

Ernst  and  Ernst,  on  advantages 
of  budget,  184  /. 

Excess  profits  tax,  effects  of, 
207;   effects  of  repeal,  203, 

Exchange,  15/.;  based  on  willing- 
ness to  buy  and  to  sell,  17; 
implies  mutual  gain,  17;  sig- 
nificance of,  in  international 
trade,  16. 

Executives  of  business  corpora- 
tion, responsibility  of,  70. 

Expenses,  153/.;  direct  labor, 
153 ;  direct  material,  153 ; 
overhead,  153;  primary,  153. 


Failure,  See  Financial  failure. 

Federal  action,  to  preserve  com- 
petition, 237. 

Federal  government,  legislation 
to  protect  investor,  127. 

Federal  income  tax,  219. 

Federal  income  tax  law,  199, 
200 ;  in  relation  to  cost  an- 
alysis, 154;  in  relation  to 
depreciation,  161. 


Federal  incorporation,  288;  argu- 
ments for,  288;  objections 
to,  288. 

Federal  licensing  of  corporations, 
288. 

Federal  protection  to  investor, 
248. 

Federal  Eeserve  Act  of  1913,  137. 

Federal  Eeserve  Act  of  1918,  203. 

Federal  Eeserve  Bank  Notes,  137. 

Federal  reserve  board,  137. 

Federal  reserve  notes,  127. 

Federal  Eeserve   System,   137/. 

Federal  Eevenue  Act  of  1921, 
quoted,  203. 

Federal  Eevenue  Act  of  1924, 
148,   202,  203/.,  258. 

Federal  taxation,  204. 

Federal  tax  legislation,   148. 

Federal   tax   returns,  3. 

Federal  Trade  Commission  Act, 
238. 

Federal  Trade  Commission,  an- 
alysis of  manufacturing  ex- 
penses, 153. 

Filing  application  for  charter, 
62. 

Financial  budget,  182;^.;  advan- 
tages of,  184/.;  as  guide  to 
establishing  dividend  policy, 
186;  defined,  182;  prepara- 
tion of,  182;9'. 

Financial  difficulties,  252/. ; 
causes  of,  252. 

Financial  failure,  252/.;  causes 
of,  252;  extent  of,  258;  ex- 
'ternal  reasons  for,  256 ;  in- 
ternal  reasons    for,    253. 

Financial  manager,  duty  of,  3; 
funds  required  by,  5. 

Financial  Organization  and  Con- 
trol, 280. 

Financial  plan,  10;  preparation 
of,  10,  105/. ;  presentation 
of,  105 ;  simplification  of,  in 
reorganization,  272/. 
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Financial  policy,  208;  in  relation 

to   taxation,  206. 
Financier,  The,  12. 
Pinancing  expansions,  211,  218/. 

by  reinvesting  earnings,  218 

by    sale    of    securities,    220 

and  the   business  cycle,  223. 
Financing  receivership,  267. 
Fixed  assets,  102. 
Fixed    capital,    provision    for    in 

financial  plan,   106. 
Ford  Motor  Company,  40  j   court 

intervention,  219. 
Foreclosure  sale,  271. 
Foreign  corporations,  defined,  58. 
Foreign  debts  to   United  States, 

16;    requisites    for    payment 

of,  16/. 
Foreign    trade,     in    relation    to 

financial  success  of  business 

enterprise,  17. 
Formation  of  Committees,  269. 
Franchises,  76. 
Franklin  Savings  Bank,  deposits, 

22. 
"Fraud  order,"  127;  method  of 

enforcement,  127. 
Fundamentals  of  a  Cost  System 

for  Manufacturers,  153. 
Funds,    defined,    19;    needed    in 

business       expansion,       216; 

sources  of,  20 ;  to  finance  re- 
ceivership,   267;    use    of,   in 

business,  19. 
Future    of    business   corporation, 

279/. 


Garrett,  Paul  Willard,  quoted, 
259,  281. 

General  Electric  Company,  divi- 
dend record,  174. 

General  Motors  Company,  40 ; 
effect  of  Macomber  decision, 
202. 


General  sales  tax,  effect  upon 
corporate  policy,  207. 

German  mark  speculation,  125. 

Germany,  currency  inflation  in, 
5,  147;  international  loan  to. 
147;  revaluing  assets  during 
period  of  rising  prices  in, 
194. 

Gerstenberg,  C.  "W.,  280. 

Good  will,  78;  illustrated,  59. 

Goodyear  Eubber  Company,  ex- 
pansion of,  10. 

Governmental  regulation,  283 ; 
of  corporate  activity,  231/.; 
of  public  service  corpora- 
tions,  77/. ;   reasons  for,   77. 

Granger  agitation,  237. 

Great  Northern,  240. 

Gross  revenue,  ratio  to  invest- 
ments, 155;  relation  to  oper- 
ating expenses,  155. 

Guaranty  Trust  Company,  syndi- 
cate agreement,  119. 


Harriman,  E.  H.,  12,  226. 

Harvard  University,  228. 

Hepburn  Law  of  1906,  243. 

Holding  company,  214/. ;  com- 
pared -n-ith  trusts,  237,  239/.; 
illustrated,  215;  organiza- 
tion of,  214. 

Horizontal  combinations,  207. 

Houston,  Da^-id  F.,  quoted,  280. 


Income,   20;    defined,   199. 

Incompetence,  as  cause  of  busi- 
ness failure,  254/. 

Incorporators'  meeting,  65. 

Independence,  as  stimulus  to 
starting  new  enterprise,  6. 

Index  numbers,  defined,  228;  use 
of,  228. 

Individual  enterprise,  51/,;  or- 
ganizing, 51/. 
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Individual    proprietorship,    34/. ; 

defined,  34;  extent  of,  in  U. 

S.,    36;    persistence    of,    34; 

reasons  for  survival  of,  34. 
Industrial     Commission     of     the 

United  States,  77. 
Information   concerning   business 

conditions,  227. 
International   loan,   to    Germany, 

147. 
Interstate  Commerce  Commission, 

242,  248;  provisions  of  Act, 

243. 
Inventory,  145,  146;  significance 

of,  145. 
Invested  capital,  defined,  203. 
Investigation,   importance   of,   8 ; 

incomplete,   illustrated,   8,  9. 
Investing,  defined,  20 ;  effects  of, 

20;  in  life  insurance,  20. 
Investment     banker.     111,     142 ; 

functions  of,  118,  142/.;  sale 

of  securities  by,  118. 
Investment    opportunities,    8;    of 

savings  funds,  23. 
Investmemts,    ratio    of    to    gross 

revenue,  155. 
Investment  trust,  236, 
Investors  in  corporate  securities, 

8,  123 ;  federal  and  state  aid 

to  protect,  248;  institutional, 

129;  protection  to,  126,  248; 

semispeculative,  129. 


Jewel    Tea   Company,    78;    stock 

conversion  plan,  78. 
"Joint  stock"  savings  banks,  25. 


Kansas,  "Blue  Sky"  legislation, 
126. 

Kaufman  Departmeoit  Stores  Se- 
curities Company,  bond  offer- 
ing, 92. 


Kelly  Springfield  Tire  Company, 

dividends,  180. 
Kennan,  George,  12. 


"Laissez  faire, "  failure  of,  231. 

Launching  enterprises,  reasons 
for,  5. 

Leniency  of  corporation  laws,  57. 

Letters  patent,  64. 

Liabilities,  defined,  190;  of  part- 
nership, 38. 

Life  insurance,  30 ;  as  source  of 
savings,  30 ;  extent  of,  30. 

Life  of  corporation,  60. 

Limited  partnership,  55;  law  of 
New  York,  55. 

Lincoln,  E.  E.,  quoted,  264,  280. 

Liquid  Assets,  133,  149. 

Listed  securities,  value  of  on 
N.  Y.  Stock  Exchange,  281. 

"Listing"  securities,  41,  122/.; 
methods  ot  procedure,  122; 
on  New  York  Stock  Ex- 
change, 122. 

Long  Island  Railroad  Company, 
bond,  93. 


Macomber  decision,  effects  of, 
202. 

Maintenance  charges,  100,  155; 
cost  of  upkeep,  155;  deter- 
mining allowance  for,  156; 
provisions  for,  181, 

IMaltbie,  W.  H.,  quoted,  247. 

Manufacturing  expenses,  153 ; 
analysed,  153. 

Marketing  securities,  HI/-; 
methods  of.  111/.,  116;  by 
investment  bankers,  118;  to 
employees,  115;  to  public  at 
large,  116;  to  stockholders, 
111;  by  underwriting  syndi- 
cate, 118. 
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"Massachusetts  Trust,"  45,  236. 
See  Business  trust. 

Materials  of  financial  plan,  73/., 
90/. 

Medium  of  exchange,  4,  18. 

Merger,  defined,  213;  objections 
to,  214. 

Missouri,  restrictions  of  monopo- 
lies,   238. 

Mitchell,  Wesley  C,  44. 

Money,  4,  15,  18;  as  convenient 
medium  of  exchange,  18;  de- 
fined, 4;  functions  of,  4; 
importance  of,  in  business, 
19;  lawful,  137;  seasonal  re- 
ceipts of,  143. 

Monopolies,  232/. ;  change  in  atti- 
tude toward,  242 ;  reasons 
for  change  in  attitude  to- 
ward, 242. 

Monopoly,  104;  defined,  75;  fear 
of  governmental  interference 
with,  76. 

Monopoly  price,  76 

Monthly  Labor  Beview,  228. 

Mortgage,  91/.;  collateral  trust, 
96 ;  default  procedure,  under, 
96;  defined,  91;  first  and  re- 
funding, 24;  granting  clause, 
96;  open  end,  96;  preamble 
of,  95;  responsibilities  of 
trustees  under,  96;  restric- 
tions under,  96,  97;  with 
bond  reserve,  96. 

Mutual  Savings  Banks,  25. 


Name  of  corporation,  59. 

National  Association  of  Credit 
Men,  264. 

National  Association  of  Mutual 
Savings  Banks,  recommenda- 
tions of,  23. 

National  Bank  Notes,  137. 

National  Bankruptcy  Act  of 
1898,  262. 


National  Biscuit  Company,  divi- 
dend record,  174,  175. 

National  Sugar  Refining  Com- 
pany, combination,  214. 

Nepthune  Meter  Company  of 
New  York,  surplus,  192. 

Net  income,  American  Shipbuild- 
ing Company,  171;  division, 
of,  170;  illustrated,  167; 
taxable,  148. 

Net  operating  revenue,  154; 
method  of  arriving   at,   154. 

New  Jersey  laws,  pertaining  to 
foreign  corporations,  58. 

New  security  issues,  principles 
controlling,  220/. 

New  York  Central  Railroad  Com- 
pany, 40 ;  employee  owner- 
ship in,  283. 

New  York,  New  Haven  and  Hart- 
ford Railroad,  direct  sale  of 
bonds,  117. 

New  York  State,  stock  corpora- 
tion law,  quoted,  78. 

New  York  Stock  Exchange,  202; 
listing  securities  on,  122; 
value  of  listed  securities  on, 
287. 

No  par  value  stock,  62,  74/. ;  rea- 
sons for  issue,  77/. 

Northern  Pacific,  240. 

Northern  Securities  Company  of 
New  Jersey,  holding  com- 
pany, 240. 

North  River  Sugar  Refining  Com- 
pany, decision,  238. 

Notice  of  application  for  charter, 
63. 


Obsolescence,  as  cause  of  depre- 
ciation, kinds  of,  164/. ;  il- 
lustrated in  case  of  Boston 
and  Maine  Railroad,  164. 

Obtaining  charter  in  Pennsyl- 
vania, 58. 
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Officers  of  corporation,  67;  sal- 
aries of,  67;  term  of  office 
of,  67. 

Operating  revenue,  152/.;  nature 
of,  153;  source  of  working 
capital,    135. 

Opportunities,  business,  7. 

Option.  7. 

Orgajiization  meeting,  64. 

Organizing,  individual  enter- 
prise, 51/.;  partnership,  52/. 

Overcapitalization,  75/. ;  causes 
of,  75. 

Overhead  expenses,  153. 

Partnership,  36/.,  52/.;  advan- 
tages of,  36;  defined,  36; 
disadvantages  of,  37;  organ- 
izing, 52. 

Partnership  agreement,  52/. ; 
provisions  of,  53/. 

Pennsylvania  General  Corpora- 
tion Law,  59,  63. 

Pennsylvania  Power  &  Light 
Company,  bond  offering,  92. 

Pennsylvania  Eailroad,  40. 

Pennsylvania  Securities  Act  of 
1923,   provisions   of,   126/. 

Perpetual  succession  of  corpora- 
tion, 39. 

Philadelphia  Electric  Company, 
control,  222 ;  dividend  rec- 
ord, 174;  stock  conversion 
privilege,  85;  subscription 
privilege,  113. 

Philadelphia  Public  Ledger, 
quoted,  281. 

Philadelphia  Rapid  Transit  Com- 
pany, control,  222;  employee 
ownership,  plan  of,  285;  val- 
uation of,  247. 

Philadelphia  Stock  Exchange, 
113. 

Place  of  business  corporation,  60. 

Plan  of  reorganization,  271;  pro- 
visions of,  271. 


Pools,  defined,  236;  effect  of  dis- 
solution, 236;  objections  to, 
236. 

Foor  and  Moody's  Manual  of  In- 
dustries, 105. 

Population,  concentration  of,  as 
stimulus  to  starting  enter- 
prises, 6;  growth  of,  6. 

Postal  savings  banks,  25. 

Practical  Problems  in  Econom- 
ics, quoted,  288. 

Preferred  stock,  convertible,  84; 
cumulative,  82;  debt  limita- 
tion, 83;  defined,  82;  par- 
ticipating, 82;  participating 
in  assets,  83 ;  retiring  of, 
83 ;  voting  power  of,  84. 

Presentation  of  financial  plan, 
105/. 

President  of  corporation,  67/.; 
duties  of,   67. 

Price,  defined,  18. 

Freceedings  of  the  American 
Academy  of  Political  Sci- 
ence, quoted,  286,  291. 

Profits,  2;  sources  of,  2;  stim- 
ulus of,  5. 

Promoter,  If.;  defined,  8;  func- 
tion of,  7;  liability  of,  8. 

Prospectus,  105/.;  contents  of, 
107;   defined,  107. 

Protection  to  investors  in  cor- 
porate securities,  126,  248; 
by  Federal  Government, 
127/.;  by  State  Blue  Sky 
Laws,  126/.;  objections  to, 
128. 

Proxy,  66,  79. 

Public  ownership,  289/. ;  argu- 
ments for,  289;  objections 
to,  290. 

Public  Service  Commission,  23, 
104,  243,  244,  248;  charged 
with  rate  making,  244/.; 
regulation  of  public  utilities 
by,  104. 
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Public  Utilities  in  United  States, 
281. 

Public  Utility  Act  of  New  Jer- 
sey, provisions  of,  244. 

Public  Utility  Points,  cited,  290. 

Public  utility  valuation  and  rate 
making,    244/. 

Pullman  Company,  dividend  rec- 
ord, 174. 

Purpose  of  incorporating,  59/. 


Quotations  of  security  prices,  41. 


Eate  making  of  public  utilities, 
244/. 

Eeceiver,  appointment  of,  265 ; 
duties  of,  266 ;  reasons  for 
appointment  of,  265. 

Eeceivers'  certificates,  defined, 
267;  objections  of  creditors 
to  issue  of,  268;  use  of,  268. 

Eeceivership,  265/. ;  obtaining 
funds  to  finance,  267;  ter- 
mination of,  275. 

Eedundant  working  capital,   147. 

Eegulation  of  corporate  activity 
by  government,  231. 

Eeinvesting  earnings,  218;  objec- 
tions to,  219. 

Eeorganization,  252/.;  objects  of, 
271/.;  plan  of,  271;  simpli- 
fication of  financial,  under, 
271 ;  Virginia-Carolina  Chem- 
ical Company  plan  of,  273/. ; 
voluntary,  259;  with  aid  of 
receiver,  269. 

Eepayment  of  debts,  99/.;  provi- 
sions for,  99;  reasons  for, 
99. 

Eeserve  requirements.  Federal 
Eeserve  Act,  137,  138. 

Eeserves,  adequate  for  deprecia- 
tion, 160;  for  depreciation, 
159. 


Restrictions    in   Preferred    Stock 

Contract,  83/. 
Revaluing     assets     "with     rising 

prices,  193/.;  expediency  of, 

193/.;  illustrated,  194. 
Revolving    capital    defined,    133. 
Revolving    fund,    importance    of, 

135. 
Risk,  10,  86. 
Rockefeller,  92. 
Bule  of  Beason,  241. 


San  Francisco  earthquake,  258. 

Saving,  defined,  20;  effects  of, 
20;  reasons  for,  20. 

Saving  fund  investments,  23. 

Savings,  8. 

Savings  banks,  deposits  in,  21; 
investments  in  Pennsylvania, 
23;  kinds  of,  21/.,  25;  kinds 
of  loans  made   by,   23. 

Scrip  dividends,  176;  illustration, 
of,  177;  reasons  for  issuing, 
176. 

Seager,  Henry  R.,  quoted,  288. 

Seasonal  receipts  of  money,  143. 

Secretary  of  corporation,  68; 
duties  of,  68. 

Securities,  classes  of  investors  in, 
123/. ;  classes  of,  123 ;  mar- 
keting of.  111/.;  ownership 
of,  287 ;  semispeculative, 
129;  speculative,  124. 

Security  exchanges.  111. 

Self-liquidating  obligations,  de- 
fined, 100. 

Selling  short,  31. 

Serial  bonds,  101/. ;  different  ma- 
turities of,   102. 

Sherman  Anti-Trust  Act,  238, 
241,  242;  inoperative,  240; 
provisions  of,  238. 

Significance  of  adequate  depre- 
ciation reserves,  160. 
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Sinking  fund,  against  "wasting 
assets,"  101;  classes  of, 
101;  contrasted  with  depre- 
ciation reserve,  162 ;  defined, 
100;  provisions  for,  102;  use 
of,  by  trustee,  101. 

Sioux  City  Gas  and  Electric 
Company,  bond  offering,  92. 

SkeUy  Oil  Company,  134,  144. 

Smiles,  Samuel,  11. 

Specialization,  15/. ;  illustrated, 
15. 

Speculative  securities,  124/.;  per- 
sons investing  in,  124/.;  sale 
of,    124/. 

Speculators  in  the  stock  market, 
31/. 

Stability  of  earnings,  importance 
of,  179;  method  of  realizing, 
179/. 

Standard  Oil  Company  of  New 
Jersey,  40;  Supreme  Court 
decision,  241. 

Standard  Oil  Company  of  New 
Yoi-k,  notice  of  dividends, 
172/. 

Standard  Oil  trust,  239. 

State  action  to  preserve  compe- 
tition, 237. 

State  protection  to  investor,  248. 

Steps  necessary  in  organizing 
new  venture,  10. 

Stock,  allotments,  114;  assess- 
ments, 142;  certificates,  69; 
classes  of,  81 ;  common,  81 ; 
expediency  of  allotments, 
114;  preferred,  82;  reasons 
of  different  classes  of,  86; 
subscribers  to,  61. 

Stock  dividends,  76,  148,  195/.; 
as  means  of  concealing 
profits,  197;  declaration  of, 
195;  declared  in  1922,  204; 
reasons  for  distribution  of, 
196/.,  significance  of  declar- 
ing, 204;  supreme  court  de- 


Stock  dividends — Con. 

cision  as  to,  199/.;  taxation 
and,  199/. 

Stock  exchanges,  41;  "listing" 
securities  on,  41. 

Stockholders,  38,  41;  advantages 
of  corporation  from  view- 
point of,  90 ;  limited  liability 
of,  41;  meetings  of,  65;  par- 
ticipation in  profits,  80; 
rights  of,  79/.;  rights  to  sub- 
scribe   to    new    shares,    112. 

Stock  market,   30/. 

Stock  market  securities,  30/.;  in- 
vesting in,  30. 

Subscription  agreement,  61. 

Subsidiary  companies,  215. 

Supreme  court,  agreement,  241; 
decision,  202. 

Supreme  Court  of  Ohio,  decision, 
239. 

Surplus,  148,  171,  180,  190/.; 
capitalizing,  195;  defined, 
190/.;  disposing  of,  195; 
division  of  account,  194/.; 
effects  of  repeal  of  excess 
profits  tax  law,  203 ;  methods 
of  representing  on  financial 
statement,  191 ;  sources  of, 
192/. 

Subscribers  to  stock  of  corpora- 
tion, 61 ;  names  and  resi- 
dences of,  61. 

Subscription  rights,  112/. ;  com- 
puting value  of,  113;  use 
of,  112/. 

Syndicate  agreement,  provisions 
of,  119/. 

Syndicate  manager,  118/.;  as 
underwriter,  119;  procedure 
on  part  of,  119. 

Taxation,  46;  and  stock  divi- 
dends, 119/.;  of  business 
trust,   46. 

Taxes,  46;  of  corporations,  46. 
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Tax  legislation,  208;  in  relation 
to  financial  policy,  206;  re- 
turns, 3. 

TJie  Day  of  the  Advertisement, 
212. 

The  E.  C.  Knight  Sugar  Refin- 
ing Company,  240. 

The  Financial  Policy  of  Corpora- 
tions, 280. 

Theory  and  Practice  of  Public 
Utility  Valuation,  quoted, 
247. 

The  World's  WorTc,  quoted,  280. 

Trade  acceptances,  142. 

Transfer  books,  69. 

Transfer  of  stocks,  69. 

Transportation  Act  of  1920,  242 ; 
provisions  of,  243. 

Treasurer  of  corporation,  68 ; 
duties  of,  68. 

Trustee's   certificate,    95. 

Trustees,  responsibility  under 
mortgage,  96. 

Trust,  compared  with  holding 
company,   237,   239. 

Trusts,  defined,  236;  kinds  of, 
236;  of  eighties,  236;  use  of 
term,  236. 

Turnover,    145;    rate    of,    146. 


Underwriting,    142. 

Underwriting  syndicate,  defined, 
118;  manager  of,  118. 

United  Bakeries  Corporation, 
combination,  215. 

United  States  Census,  cited,  290. 

United  States  Department  of 
Labor,  228, 

United  States  Government,  ob- 
jection to  merger,  214;  tax 
returns,  3. 

United  States  Rubber  Company, 
bond  offering,  92 ;  effect  of 
Macomber  decision,  202. 


United  States  Steel  Corporation, 
39,  40 ;  coiitrol  of,  233 ;  divi- 
dend record  of,  174,  175; 
Supreme  Court  decision,  241. 

United  States  Supreme  Court  De- 
cision, as  to  stock  dividends, 
199;  exceptions  to,  201/.; 
holding  company  decision, 
240. 

United  States  v.  John  D.  Rocke- 
feller, exception  to  stock 
dividend  decision,  202. 

United  States  v.  Phellis,  excep- 
tion to  stock  dividend  deci- 
sion, 201. 

United  States  v.  the  E.  C.  Knight 
Company,  240. 

Utilizing  assets  to  capacity,  154; 
methods  of,  154;  reasons 
for,  154. 


Value  of  capital  stock,  75. 

Vertical  combinations,  207. 

Vice-president  of  corporation, 
68;   duties  of,  68. 

Victor  Talking  Machine  Com- 
pany, production  program, 
182. 

Virginia-Carolina  Chemical  Com- 
pany, reorganization  plaji, 
273/. 

Voluntary  reorganization,  259/.; 
procedure  in,  260. 

Voting  trust,  236. 


"Watt,  William,  the  inventor,   11. 

Webb-Pomerene  Act,  242. 

Western  Union  Telegraph  Com- 
pany, stockholders,  280. 

Westinghouse  Air  Brake  Com- 
pany, dividend  record,  174. 

Whiskey  Trust,  77. 

Williams,  Arthur,  quoted,  286. 
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Withdrawal  value  of  building 
aud  loan  shares,  27. 

Woodward,  W.  E.,  12. 

Working  capital,  103,  133;ff.,  143, 
144,  146;  adequate,  146;  de- 
fined, 133;  functions  of, 
134;  impairment  by  too  lib- 
eral   dividend    policy,    181; 


Working  capital — Con, 

management  of,  133 ;  nature 
of,  147;  provision  for,  in 
financial  plan,  106;  redund- 
ant, 147;  significance  of 
adequate,  147;  sources  of, 
135. 
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